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PREFACE 


DoD  management  has  become  increasingly  concerned  with  broad-based  increases  in  defense  con¬ 
tractor  indirect-cost  rates.  Many  factors  have  contributed  to  these  rate  increases  —  the  major  factor 
is  the  significant  reduction  in  the  business  base  for  most  defense  contractors  due  to  the  declining 
defense  budget.  As  a  result,  DoD  has  expanded  efforts  to  strengthen  monitoring  indirect  costs.  It 
has  become  important  for  acquisition  management  personnel  to  thoroughly  understand  the  com¬ 
plex  and  sensitive  subject  of  indirect-cost  management. 

By  teaching  various  program  management  classes  at  the  Defense  Systems  Management  College 
(DSMC),  I  have  found  that  the  subject  of  indirect  cost  or  overhead  is  commonly  misunderstood  and 
is  usually  referred  to  in  unfavorable  terms.  It  is  thought  to  be  virtually  uncontrollable  from  a  gov¬ 
ernment  program  management  perspective.  In  addition,  the  large  number  of  indirect  rates  one  en¬ 
counters  in  the  defense  industry  significantly  contributes  to  the  confusion  our  students  experience. 
The  objective  of  writing  this  guide  is  to  demystify  what  many  refer  to  as  the  “sea  of  overhead.”  No 
single  published  source  for  the  general  audience  of  acquisition  personnel  provides  a  complete  over¬ 
view  of  indirect-cost  management.  This  guide  is  intended  to  fill  that  void. 

From  the  government  perspective,  monitoring  indirect  cost  is  exceptionally  broad  in  scope;  and 
many  people  are  involved.  So  it  is  essential  for  acquisition  managers  to  thoroughly  understand  the 
interrelationships  of  numerous  DoD  team  members  and  how  they  improve  the  monitoring  process. 

This  Second  Edition  incorporates  Navy  shipbuilding  into  government  indirect-cost  monitoring, 
describes  the  major  new  initiatives  undertaken  by  DCMA  and  DCAA  to  accelerate  settlement  of 
final  overhead  rates,  identifies  several  changes  made  in  various  contractor  system  review  require¬ 
ments,  updates  information  related  to  executive  compensation  and  restructuring  costs,  and  elimi¬ 
nates  prior  coverage  of  functional  reviews  no  longer  performed  by  the  DCMA. 

To  gain  background  information,  I  conducted  onsite  interviews  with  personnel  actively  performing 
indirect-management  functions  in  industry  and  indirect-cost  monitoring  functions  in  the  govern¬ 
ment.  The  arrangements  were  made  through  contacts  with  industry  and  government  students  at 
DSMC  in  our  Advanced  Program  Management  Courses.  Recognizing  that  indirect  rates  are  highly 
proprietary  information,  my  interest  was  not  in  the  quantification  of  indirect-rate  data  but  in  the 
business  processes  used  to  manage  these  difficult-to-control  costs.  Several  contractors  and  govern¬ 
ment  offices  provided  assistance  to  DSMC.  I  would  like  to  express  special  appreciation  to  both 
contractor  and  government  personnel  located  at  Pratt- Whitney,  Sikorsky,  Loral  Imagining  Systems, 
and  Boeing.  I  would  also  like  to  express  appreciation  to  personnel  in  the  DCMA  Headquarters  Over¬ 
head  Center  and  in  DCAA  Headquarters  who  provided  information  relating  to  current  issues  and 
initiatives  in  their  organizations. 

DSMC  is  the  controlling  agency  for  this  guide.  Comments  and  recommendations  are  solicited. 

Jack  D.  Cash 

Professor  of  Business  Management 

Business  Management  Department 

Defense  Systems  Management  College 
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1 

INTRODUCTION 


OBJECTIVE 

This  guide  provides  acquisition  management 
personnel,  especially  personnel  who  are  work¬ 
ing  in  program  offices,  with  an  insight  into  the 
process  by  which  defense  contractors  manage 
and  government  personnel  monitor  indirect 
costs.  Although  program  office  personnel  are 
not  involved  in  indirect-cost  management  at 
contractors’  facilities  on  a  real-time  basis,  they 
need  to  thoroughly  understand  the  nature  of 
these  costs  and  to  know  who  to  contact  when 
questions  or  problems  arise.  Indirect  costs  have 
a  significant  cost  impact  upon  all  weapon  sys¬ 
tem  acquisition  programs.  Therefore,  a  primary 
objective  of  this  guide  is  to  explain  the  roles 
and  relationships  of  the  many  key  government 
personnel  involved  with  the  indirect-cost  man¬ 
agement  process.  Further,  this  guide  promotes 
the  utilization  of  a  team  concept  and  highlights 
areas  for  strengthening  the  management  of 
indirect-costs. 

The  level  of  detail  in  this  guide  is  directed  to 
nonfinancial  personnel  because  of  the  varied 
and  broad  backgrounds  of  people  working  in 
program  management.  It  is  not  intended  as  a 
detailed  “how-to”  guide  for  industry  or  govern¬ 
ment  functional  managers  but  rather  as  a  com¬ 
prehensive  overview  of  basic  principles  and  is¬ 
sues  related  to  indirect  costs. 

The  guide  is  organized  to  walk  the  reader  through 
the  many  aspects  of  indirect-cost  manage¬ 
ment.  This  introductory  chapter  discusses  the 
significance  of  indirect  costs,  the  complexity 
of  managing  them,  and  the  necessity  for  a  team 


approach.  There  are  chapters  that  define  basic 
concepts  and  terms,  explain  how  indirect  costs 
are  allocated  to  contracts,  explore  how  defense 
contractors  manage  these  costs,  and  discuss 
recent  actions  taken  by  defense  contractors  to 
reduce  indirect  costs.  These  chapters  also  ex¬ 
plain  unique  government  requirements  related 
to  indirect  costs;  define  who  the  various  gov¬ 
ernment  team  members  are  as  well  as  what  they 
do;  and,  finally,  discuss  current  managerial  is¬ 
sues. 

SIGNIFICANCE  OF  INDIRECT  OR 
OVERHEAD  COSTS 

Whether  cost  is  classified  as  direct  or  indirect 
makes  a  tremendous  difference  in  defense  con¬ 
tracting.  For  example,  when  there  is  a  diverse 
business  base,  the  government  pays  100  per¬ 
cent  of  all  direct  costs  but  only  a  portion  of  in¬ 
direct  costs  under  its  negotiated  contracts.  How¬ 
ever,  the  standard  for  determining  what  is  a 
direct  and  what  is  an  indirect  cost  is  far  from 
universal  in  the  defense  industry  —  or  in  any 
industry  for  that  matter.  But  the  classification 
of  direct  and  indirect  costs  must  be  very  exact 
at  a  specific  defense  contractor’s  plant,  and  this 
subject  is  presented  in  considerable  detail  in  a 
later  chapter. 

For  introductory  purposes,  indirect  costs  are 
those  costs  incurred  for  the  general  operation 
of  the  business  and  are  not  specifically  appli¬ 
cable  to  any  one  product  line,  program,  or  con¬ 
tract.  Direct  costs  are  associated  with  a  specific 
“final  cost  objective”  such  as  a  specific  defense 
contract;  indirect  costs  are  associated  with  com- 
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mon  or  joint  cost  objectives  such  as  the  work  on 
several  contracts. 

Indirect  costs,  in  the  aggregate,  represent  the 
largest  class  of  expense  incurred  under  de¬ 
fense  contracts.  Recent  estimates  made  by  the 
Defense  Contract  Management  Command 
(DCMA),  in  conjunction  with  discussions 
with  defense  contractor  top  management  on 
their  DCMA  Overhead  Initiative,  indicate  that 
indirect  costs  constitute  approximately  $90 
billion  of  the  $170  billion  total  DoD  work  in 
process  at  all  defense  contractor  plants.  See 
“Exhibit  1.  Significance  of  Indirect  Costs”  for 
a  breakout  between  direct  and  indirect  costs 
for  this  estimate  of  work  in  process.  As 
shown,  the  indirect  costs  of  16  percent  in¬ 
curred  by  subcontractors  and  vendors  and  the 
37  percent  incurred  by  prime  contractors  (in- 
plant)  represented  approximately  53  percent 
of  the  total  cost. 

Of  course,  the  ratio  of  indirect  cost  to  total  cost 
varies  significantly  among  contractors  within 
the  defense  industry  because  it  depends  upon 
many  factors.  That  is  to  say,  there  are  numer¬ 
ous  differences  in  both  workforce  and  account¬ 
ing  classifications  as  to  direct  or  indirect  costs, 
types  of  products,  production  methods  used, 
degree  to  which  materials  are  furnished  by  the 
government,  extent  to  which  subcontractors  are 
used,  and  the  composition  of  facilities  owner¬ 
ship.  For  these  reasons,  it  is  not  meaningful  to 
attempt  to  continuously  track  an  exact 
industry-wide  ratio  of  indirect-to-total  cost.  But 
regardless  of  the  many  differences  between 
companies,  the  indirect  costs  of  doing  business 
will  at  least  roughly  equal  the  direct  costs  in 
most  cases.  Since  indirect  costs  are  such  a 
significant  portion  of  current  and  future  total 
weapon  system  cost,  program  managers  and  oth¬ 
ers  in  the  acquisition  community  must  have  a  thor¬ 
ough  understanding  of  these  costs  to  ensure  that 
the  costs  of  weapons  systems  are  kept  on  target. 


At  the  outset,  one  should  clearly  recognize  that 
the  very  nature  of  defense  industry  products 
often  dictates  high  indirect  costs  on  a  per-unit 
basis.  The  defense  industry  is  critically  depen¬ 
dent  upon  tremendous  investments  in  fixed  as¬ 
sets.  The  sheer  size  of  some  weapons  systems 
requires  huge  buildings,  sometimes  covering 
scores  of  acres.  These  large  state-of-the-art  fa¬ 
cilities  suggest  major  depreciation,  mainte¬ 
nance,  property  taxes,  and  other  large,  fixed  in¬ 
direct  or  overhead  costs.  Large-scale  research 
and  development  projects  are  necessary  for  a 
company  to  stay  competitive  in  the  defense  in¬ 
dustry;  and  research  and  development  work, 
which  is  necessary  to  produce  a  new  weapon 
system,  normally  takes  many  years  to  complete. 

Because  DoD  demands  more  and  more  techni¬ 
cal  advancements,  a  company  is  often  required 
to  develop  totally  new  materials  in  order  to  stay 
on  the  leading  edge  of  technology  and  to  con¬ 
tinue  to  remain  competitive.  This  will  most 
likely  require  new  processes,  tooling,  machin¬ 
ery,  and  personnel.  Product  testing  and  evalua¬ 
tion  is  unusually  expensive  as  it  often  involves 
production  of  prototype  products.  In  addition 
to  the  research,  development,  and  manufactur¬ 
ing  efforts  of  defense  prime  contractors,  they 
are  responsible  for  overseeing  the  work  of  many 
subcontractors  and  vendors  who  are  producing 
new,  highly  technical  products.  Defense  con¬ 
tractors  are  required  to  make  large  investments 
in  bid  and  proposal  expenses  in  response  to 
complex  government  requests  for  proposals.  So¬ 
phisticated  management  control  systems  are  re¬ 
quired  in  order  to  comply  with  stringent  gov¬ 
ernment  specifications  for  engineering, 
manufacturing,  and  product  support. 

Contractual  reporting  requirements  are  far 
more  detailed  and  expensive  than  those  in  the 
commercial  world.  Environmental  and  safety 
requirements  are  substantial.  Special  product 
handling  and  security  requirements  are  char- 
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Exhibit  1.  Significance  of  Indirect  Costs 


acteristic  of  defense  industry.  All  of  these  ex¬ 
penses  are  usually  indirect  or  overhead  costs 
that  must  be  absorbed  by  all  contracts  if  the 
contractor  is  to  stay  in  business.  In  addition, 
defense  contractors  normally  produce  non¬ 
standard,  tailored,  and  highly  sophisticated 
products  in  relatively  low  volumes.  Assembly 
is  usually  an  intense,  highly  engineering- 
oriented  process  with  small  production  quan¬ 
tities;  and  a  low  volume  results  in  high  indi¬ 
rect  rates.  This  topic  is  discussed  later  in  this 
guide. 

The  defense  budget  has  been  in  a  continuing 
state  of  decline  during  the  past  several  years. 
In  particular,  the  continuous  and  large-scale 
decline  in  the  defense  procurement  budget  and 
in  the  research,  development,  test,  and  evalua¬ 
tion  (RDT&E)  budget  has  caused  the  defense 
industry  to  incur  a  steep  drop-off  in  the  busi¬ 
ness  base.  As  a  result,  many  defense  contrac¬ 
tors’  indirect  rates  have  increased  significantly 


as  the  value  of  contracts  awarded  by  DoD  has 
declined.  The  remaining  DoD  contracts  are  nec¬ 
essarily  forced  to  absorb  additional  indirect 
costs  that  cannot  be  quickly  eliminated.  Dur¬ 
ing  the  1980s,  the  indirect  rates  of  most  defense 
contractors  were  safeguarded  by  a  nearly  con¬ 
tinuous  increase  in  the  business  base.  However, 
the  demise  of  the  Soviet  Union  ended  this  con¬ 
tinuity.  During  the  1990s,  the  annual  procure¬ 
ment  budgets  of  DoD  have  been  essentially  cut 
in  half;  and  significant  increases  cannot  reason¬ 
ably  be  expected  in  the  immediate  future. 

A  fundamental  change  in  defense  requirements 
has  brought  about  a  significant  financial  im¬ 
pact:  an  increase  in  indirect  rates.  These  in¬ 
creases  result  not  only  from  the  business-base 
decline  but  also  from  the  increase  in  indirect 
expenses.  For  example,  when  the  business 
base  declines,  the  contractor  is  forced  to  lay 
off  large  numbers  of  direct  employees;  their 
severance  pay  is  an  indirect  expense.  One  tech- 
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nological  factor  that  drives  increases  in  over¬ 
head  expenses  is  the  substitution  of  expensive, 
computer-operated,  and  laborsaving  machines 
for  direct  labor  in  the  manufacturing  area.  This 
substitution  simultaneously  increases  the  over¬ 
head  expenses  (added  depreciation  and  main¬ 
tenance  charges)  and  also  decreases  the  allo¬ 
cation  base  if  it  is  direct  labor  dollars  or  hours. 
The  financial  impact  is  an  immediate  increase 
in  indirect  rates. 

Many  indirect  efforts  are,  to  a  large  extent,  dis¬ 
cretionary  in  nature  and  can  be  reduced  or  elimi¬ 
nated  by  management  if  conditions  warrant.  So 
indirect  costs  demand  constant  attention  if  the 
contractor  is  to  control  them  effectively.  From 
an  industry  perspective,  there  is  probably  no 
other  area  of  management  where  the  concen¬ 
tration  of  executive  talent  can  be  more  effec¬ 
tive.  Defense  contractor  managers  are  now  tak¬ 
ing  significant  actions  to  reduce  indirect  costs. 
(See  Chapter  5.) 

From  the  government’s  perspective,  where  ad¬ 
equate  competitive  market  conditions  are  absent, 
there  is  a  compelling  need  for  a  sound  system 
for  monitoring  indirect  costs  to  ensure  that  such 
significant  costs  are  managed  efficiently.  The 
government  program  manager  needs  to  motivate 
the  contractors  to  exercise  management  controls 
that  keep  indirect  costs  at  the  lowest  reasonable 
level  and,  in  future  contract  prices,  to  include 
only  those  indirect  costs  that  are  reasonable  and 
properly  allocated  to  the  contracts.  It  is  interest¬ 
ing  to  note  that,  when  the  volume  of  contracts 
declines,  a  contractor  quickly  incurs  less  direct 
contract  costs.  But  indirect  costs  may  not  decline 
as  rapidly  since  many  fixed  expenses  may  re¬ 
main  in  overhead  pools,  e.g.,  the  leased  cost  for 
a  building,  supervisory  labor,  power,  and  prop¬ 
erty  insurance.  Consequently,  government  pro¬ 
gram  managers  should  ensure  that  company 
management  is  reducing  indirect  costs  as  rap¬ 
idly  as  prudent  judgment  allows. 


DIFFICULTY  OF  CONTROL 

The  management  of  indirect  costs  has  long  been 
recognized  as  one  of  the  most  difficult  areas  to 
manage.  There  is  often  no  clear-cut  relation¬ 
ship  between  these  expenses  and  profit  as  there 
is  with  direct  cost.  For  example,  material  and 
labor  costs  are  very  visible  to  management  and 
can  be  estimated  and  controlled  directly.  How¬ 
ever,  the  nature  of  indirect  cost  is  such  that  the 
expenses  are  spread  over  a  number  of  expense 
accounts  with  various  types  of  expenditures  oc¬ 
curring  sporadically  over  the  year.  Most  defense 
contractors  have  hundreds  of  expense  accounts 
in  each  indirect-cost  pool.  Many  different  per¬ 
sons  are  responsible  for  incurring  expenses.  The 
indirect  totals  that  are  reported  every  month  on 
various  cost  reports  are  aggregates  of  hundreds 
of  unrelated  indirect  expenses.  Further  increases 
in  indirect  expenses  occur  more  slowly,  result 
from  a  large  number  of  unrelated  actions  taken 
by  numerous  managers,  and  may  be  less  ap¬ 
parent.  Management  must  constantly  be  aware 
of  and  understand  the  detailed  composition  of 
such  costs  in  order  to  effectively  control  them. 

Many  contractors  who  produce  military  hard¬ 
ware  also  produce  similar  hardware  for  com¬ 
mercial  applications  within  the  same  division 
of  the  corporation.  This  is  very  advantageous 
to  both  the  contractor  and  the  government  be¬ 
cause  it  enables  each  to  become  more  effi¬ 
cient  by  capitalizing  on  significant  economies 
of  scale.  Unfortunately,  this  also  creates  am¬ 
biguity  in  the  allocation  of  indirect  costs  be¬ 
tween  defense  and  commercial  contracts.  The 
acceptance  by  the  government  of  what  is  con¬ 
sidered  to  be  a  “fair  and  reasonable”  amount 
for  indirect  costs  has  generated  some  of  the 
most  difficult  problems  relating  to  govern¬ 
ment  contracts.  As  a  result,  most  government 
cost  regulations,  which  are  contained  in  the 
Federal  Acquisition  Regulation  (FAR),  are 
associated  with  the  coverage  of  indirect  costs. 
A  thorough  understanding  of  the  regulatory 
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provisions,  discussed  in  considerable  detail  in 
this  guide,  is  essential  to  understanding  indi¬ 
rect  costs. 

Government  acquisition  management  person¬ 
nel  generally  view  indirect  costs  as  vague  and 
excessive.  They  understand  very  well  what  gen¬ 
erates  direct  labor,  direct  material,  and  subcon¬ 
tract  costs;  but  they  are  much  less  aware  of  what 
generates  indirect  costs.  They  generally  do  not 
appreciate  that  indirect  costs  are  generated  by 
the  contractor’s  total  business  volume  and  not 
by  the  volume  of  any  specific  contract.  Indirect 
costs  lose  their  identity  when  allocated  to  con¬ 
tracts  from  common-cost  pools;  and,  unlike  di¬ 
rect  costs,  they  cannot  be  analyzed  on  a 
contract-by-contract  basis.  Although  monitor¬ 
ing  indirect  cost  is  often  time-consuming  and 
complex,  it  is  absolutely  essential  for  proper 
visibility  of  the  weapon  system  acquisition 
process. 

CURRENT  ENVIRONMENT 

From  a  financial  perspective,  at  no  time  in  re¬ 
cent  history  have  defense  industry  and  gov¬ 
ernment  acquisition  personnel  been  faced  with 
a  greater  challenge.  Given  the  current  envi¬ 
ronment  of  less  large-scale  manufacturing  and 
more  prototyping,  indirect  rates  are  expected 
to  increase  in  the  future,  i.e.,  less  production 
and  less  manufacturing  direct  labor  with  more 
engineering  changes  result  in  higher  indirect 
rates.  Also  during  the  past  few  years,  DoD 
has  changed  the  methods  by  which  it  contracts 
for  research  and  development.  The  shift  places 
a  major  emphasis  on  using  cost-type  contracts 
as  opposed  to  fixed-price  contracts  and  places 
DoD  in  the  position  of  assuming  more  cost 
risk.  The  results  of  a  significant  decline  in  the 
defense  business  base  of  a  company,  along 
with  DoD’s  shift  in  how  it  contracts,  places  a 
very  high  probability  for  growth  in  indirect  rates. 


Schedule  delays  are  frequently  encountered  on 
many  defense  programs.  The  delays  may  be 
caused  by  unpredictable  technical  problems  en¬ 
countered  in  research  and  development  pro¬ 
grams,  engineering  changes  to  take  advantage 
of  technology  improvements,  budgetary  uncer¬ 
tainties,  and  political  decisions.  These  extended 
delays  may  cause  significant  increases  in  indi¬ 
rect  costs. 

In  a  declining  business  environment,  rising  in¬ 
direct  rates  generally  mean  that  a  contractor’s 
allocation  base  for  distributing  indirect  or  over¬ 
head  costs,  which  are  often  direct  labor  hours 
or  direct  labor  dollars,  is  decreasing  faster  than 
the  contractor  can  reduce  indirect  costs.  There 
may  be  a  delay  in  reducing  indirect  costs  be¬ 
cause  the  base  falls  away  on  a  continuous  ba¬ 
sis,  and  the  indirect  budgets  are  usually  deter¬ 
mined  on  an  annual  or  semiannual  basis.  Again, 
continued  oversight  of  the  indirect-cost  man¬ 
agement  process  and  cost-containment  mea¬ 
sures  must  be  maintained. 

IMPORTANCE  OF  A  TEAM 
APPROACH 

From  the  government’s  perspective,  the  ap¬ 
proach  to  monitoring  indirect  costs  is  to  moni¬ 
tor  the  contractors  management  processes,  not 
individual  indirect  expenditures,  with  the  ex¬ 
ception  of  samples  to  test  the  satisfactory  or 
unsatisfactory  operation  of  the  management 
control  system.  The  government  expects  the 
contractor  to  manage  its  own  indirect  costs;  but, 
at  the  same  time,  the  government  has  a  major 
role  to  play.  The  government’s  objective  is  to 
influence  the  contractor’s  process  and  to  take 
appropriate  action  before,  not  after,  the  costs 
are  incurred.  This  focus  is  discussed  in  detail  later 
(Chapter  8)  with  the  primary  emphasis  being 
placed  on  negotiation  of  forward  pricing  rates. 
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Government  acquisition  management  personnel 
must  understand  that  overhead  costs  relate  to  all 
business  in  the  contractor’s  plant,  not  just  to  one 
program.  Therefore,  the  responsibility  for  moni¬ 
toring  indirect  costs  necessarily  rests  with  the 
Administrative  Contracting  Officer  (AGO),  who 
is  the  government-responsible  person  located  at 
the  contractor’s  facility.  However,  the  ACO’s  job 
cannot  be  performed  adequately  without  assis¬ 
tance  from  program  offices.  This  task  requires 
teamwork  and  a  close  working  relationship  be¬ 
tween  the  AGO  and  program  managers  at  buy¬ 
ing  activities.  In  particular,  major  program  man¬ 
agers  should  expect  the  AGOs  to  depend  upon 
their  input  regarding  the  accuracy  of  the 


contractor’s  sales  forecasts.  At  the  buying  activ¬ 
ity,  the  program  manager  has  up-to-date  knowl¬ 
edge  of  specific  forecasts  relating  to  program 
cost,  schedule,  and  technical  information.  At  the 
contractor’s  plant,  the  AGO  is  concerned  with 
ensuring  that  the  right  types  of  business  processes 
exist  and  are  being  used  to  support  all  govern¬ 
ment  programs  at  the  contractor’s  facility.  The 
AGO’s  interest  in  indirect  cost  is  the  assurance 
that  the  costs  are  no  higher  than  necessary  and 
that  the  government  is  not  paying  more  than  its 
fair  share.  In  order  to  function  as  a  successful 
acquisition  team,  each  team  member  must  un¬ 
derstand  and  support  the  roles  played  by  the 
other  members. 


1-6 


2 

ESSENTIALS  FOR  UNDERSTANDING 
INDIRECT  COSTS 


INTRODUCTION 

Due  to  the  nature  of  defense  business,  DoD 
requires  a  detailed  knowledge  of  the  internal 
cost  structure  of  contractors;  however,  com¬ 
mercial  customers  do  not  require  such  knowl¬ 
edge.  This  situation  developed  because  DoD 
negotiates  the  price  of  many  contracts  based 
upon  the  contractor’s  cost  rather  than  upon 
price  determined  in  a  competitive  market¬ 
place.  The  reader  should  also  keep  in  mind 
that  the  level  of  indirect  costs  is  not  necessar¬ 
ily  an  indicator  of  inefficiency.  All  businesses 
have  indirect  costs,  and  they  are  a  normal  and 
necessary  part  of  doing  business. 

The  use  of  ambiguous  terms  throughout  the 
indirect  cost  management  process  creates  real 
problems  for  those  uninitiated  in  government 
contracting  terminology.  This  is  true  in  both 
industry  and  government.  For  example,  in 
practice,  many  people  in  both  industry  and 
government  commonly  use  the  term  “over¬ 
head”  interchangeably  with  the  term  “indirect 
cost.”  We  will  use  the  term  “indirect  cost” 
rather  than  “overhead”  and  will  later  discuss 
the  differences  between  overhead  and  general 
and  administrative  expenses,  which  are  both 
indirect  costs.  Many  terms  that  have  the  same 
meaning  as  overhead  are  used  interchangeably 
in  industry:  “burden,”  “loading,”  “add-on,” 
“management,”  and  “factory  expense.”  There 
are  several  classifications  of  costs  as  “either/ 
or.”  These  costs  require  a  detailed  explanation. 


DIRECT  OR  INDIRECT 

Understanding  details  about  indirect  cost  re¬ 
quires  a  regulatory  understanding  of  several 
terms.  Direct  costs  must  be  understood  before 
learning  about  costs.  In  this  chapter,  the  dif¬ 
ference  between  direct  and  indirect  costs,  will 
be  clarified;  and  an  understanding  of  the  term 
“final  cost  objective,”  will  be  provided.  Also, 
examples  of  the  types  of  direct  and  indirect 
costs  typically  found  in  defense  contracting 
are  provided.  There  are  many  differences  of 
opinion  and  disputes  about  whether  certain 
costs  should  be  classified  as  direct  or  indirect, 
therefore  it  is  necessary  to  refer  to  the  Federal 
Acquisition  Regulation  (FAR)  for  key  defini¬ 
tions. 

FAR  31.001  defines  a  cost  objective  as  a  func¬ 
tion,  organizational  subdivision,  contract,  or 
other  work  unit  for  which  cost  data  are  de¬ 
sired  and  for  which  provisions  are  made  to  ac¬ 
cumulate  and  measure  the  cost  of  processes, 
products,  jobs,  capitalized  projects,  etc.  A  fi¬ 
nal  cost  objective  is  a  cost  objective  that  has 
both  direct  and  indirect  costs  allocated  to  it. 
Also,  in  the  contractor’s  accumulation  system, 
the  final  cost  objective  is  one  of  the  final  ac¬ 
cumulation  points.  In  this  guide,  a  final  cost 
objective  is  a  specific  contract. 

FAR  31.202  defines  a  direct  cost  as  any  cost 
that  can  be  identified  specifically  with  a  par¬ 
ticular  final  cost  objective.  Costs  identified  spe¬ 
cifically  with  a  contract  are  direct  costs  of  that 
contract  and  are  charged  directly  to  the  contract. 
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All  costs  specifically  identified  with  other  fi¬ 
nal  cost  objectives  of  the  contractor  are  direct 
costs  of  those  cost  objectives  and  are  not 
charged  to  the  contract  directly  or  indirectly. 
Simply  stated,  costs  are  designated  as  direct 
costs  because  they  are  traceable  to,  and  iden¬ 
tified  with,  a  specific  contract. 

Direct  material  refers  to  all  material  costs  that 
are  used  in  making  a  product  and  that  are  di¬ 
rectly  associated  with  a  change  in  the  product. 
It  includes  raw  materials,  purchased  parts,  and 
subcontracted  items  required  to  manufacture 
and  assemble  completed  products.  The  ease 
with  which  direct  material  can  be  traced  to  the 
final  product  has  a  great  deal  to  do  with  whether 
the  material  is  considered  as  direct  material.  For 
example,  miscellaneous  small  parts  used  in 
manufacturing  aircraft  may  be  considered  too 
small  and  too  inexpensive  to  justify  either  the 
cost  or  time  required  to  keep  track  of  their  cost 
applicable  to  specific  aircraft.  For  practical  rea¬ 
sons,  they  may  be  classified  as  an  indirect  ex¬ 
pense. 

Direct  labor  is  the  labor  identified  with  a  par¬ 
ticular  final  cost  objective  or  contract.  Engineer¬ 
ing  direct  labor  is  that  engineering  work  that  is 
readily  identified  with  the  end  product,  such  as 
design,  testing,  reliability,  maintainability,  qual¬ 
ity,  etc.  Manufacturing  direct  labor  includes  fab¬ 
rication,  assembly,  inspection,  and  testing  re¬ 
quired  for  producing  the  end  product.  The  em¬ 
phasis  on  direct  versus  indirect  labor  in  the  de¬ 
fense  contracting  environment  is  significant  to 
the  extent  that  many  companies  designate  each 
employee  as  being  either  a  direct  or  indirect 
employee.  In  an  effort  to  more  accurately  drive 
cost  to  the  appropriate  contract  or  project  and 
to  reduce  indirect  costs,  some  companies  may 
have  labor  that  is  referred  to  as  “direct  distrib¬ 
uted,”  “prorate,”  “program  direct  support,”  or  as 
some  other  company-specific  term.  These  costs, 
such  as  engineering  administration,  program 
support,  scheduling,  and  engineering  liaison,  are 


of  an  indirect  nature;  but  they  are  distributed 
as  direct  costs  based  upon  the  direct  area  sup¬ 
ported. 

Direct  costs  that  are  not  materials  or  labor  are 
generally  referred  to  as  Other  Direct  Costs 
(ODC).  This  cost  is  one  that,  by  its  nature,  may 
be  considered  indirect  but,  under  some  circum¬ 
stances,  can  be  identified  specifically  with  a  par¬ 
ticular  contract.  ODC  has  all  of  the  properties  of 
direct  material  or  direct-labor  cost,  yet  it  may 
or  may  not  be  a  tangible  part  of  the  final  prod¬ 
uct.  As  an  example,  if  a  consultant  provides 
assistance  on  several  diverse  and  general 
projects,  the  cost  is  considered  indirect  and  is 
included  in  overhead.  However,  if  the  time  the 
consultant  spent  benefited  only  one  particular 
contract,  the  cost  is  charged  to  the  contract  on 
which  the  consultant  worked  and  is  classified 
as  ODC.  Other  examples  of  such  direct  costs 
could  include  special  expenses  for  tooling,  test 
equipment,  insurance,  travel,  packaging,  plant 
protection,  and  computer  expenses.  These 
“special  costs”  are  direct  because  they  are 
traceable  to,  and  identified  with,  a  specific 
contract. 

From  an  accounting  standpoint,  a  job  or  work- 
order  system  is  normally  used  by  defense  con¬ 
tractors  to  accumulate  the  direct  costs  of  de¬ 
signing  and  manufacturing  a  company’s  prod¬ 
ucts  or  of  the  performance  of  services  under  con¬ 
tracts.  A  separate  series  of  work  orders  is  opened 
for  each  contract,  to  accumulate  costs  for  vari¬ 
ous  tasks,  such  as  engineering,  tooling,  fabri¬ 
cation,  and  assembly.  These  work  orders  of¬ 
ten  number  in  the  hundreds  and  thousands. 

FAR  3 1 .203  defines  an  indirect  cost  as  any  cost 
not  directly  identified  with  a  single,  final  cost 
objective;  but  it  is  identified  with  two  or  more 
cost  objectives  or  an  intermediate  cost  objective. 
Stated  differently,  after  direct  costs  have  been 
determined  and  charged  directly  to  the  contract 
or  other  work,  indirect  costs  are  those  remain- 
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ing  to  be  charged  to  the  several  cost  objec¬ 
tives.  The  regulation  further  provides  that  an 
indirect  cost  is  not  allocated  to  a  final  cost  ob¬ 
jective  if  those  costs  that  are  incurred  in  similar 
circumstances  and  for  the  same  purpose  are  in¬ 
cluded  as  a  direct  cost  of  that  or  any  other  cost 
objective. 

Unlike  direct  costs,  indirect  costs  cannot  be  eas¬ 
ily  identified  with  one  product  or  service.  Be¬ 
cause  indirect  costs  are  generally  plant-wide 
costs,  contractor  concern  for  control  is  not 
solely  motivated  by  any  one  contract.  An  ex¬ 
ample  of  such  an  indirect  cost  is  the  cost  for  heat¬ 
ing  in  a  fabrication  area  that  houses  the  work  of 
many  contracts.  The  heating  benefits  all  contracts 
and  cannot  practically  be  identified  with  a  spe¬ 
cific  contract.  Other  examples  of  indirect  costs 
include  salaries  and  wages  of  supervisors,  fore¬ 
men,  and  other  indirect  employees;  nonproduc¬ 
tive  time  of  direct  employees;  fringe  benefits  for 
all  employees;  depreciation;  insurance;  taxes; 
rent;  retirement  plan  contributions;  and  corpo¬ 
rate  management  expenses  allocated  from  the 
corporate  office. 

A  full  understanding  of  the  regulatory  aspects 
cannot  be  achieved  without  recognizing  that  in¬ 
direct  cost  primarily  comprises  two  components: 
overhead  and  general  and  administrative  ex¬ 
pense.  Overhead  is  that  indirect  cost  related  to  a 
particular  part  of  the  company  or  plant,  such 
as  engineering  or  manufacturing.  General  and 
administrative  (G&A)  expense  is  that  indirect 
cost  that  supports  the  company  as  a  whole,  such 
as  the  chief  executive’s  salary.  The  Cost  Ac¬ 
counting  Standards,  which  are  discussed  later 
as  unique  government  requirements,  distin¬ 
guish  between  overhead  and  G&A  and  require 
that  certain  allocation  bases  be  used  in  some 
cases.  The  differences  in  overhead,  G&A  ex¬ 
pense,  and  the  various  types  of  overhead  cost 
pools  that  are  typically  found  in  defense  con¬ 
tracting  will  be  discussed  in  greater  depth  in 
Chapter  3. 


“Exhibit  2;  “Components  of  Contract  Price” 
summarizes  the  composition  of  a  typical  gov¬ 
ernment  contract.  As  shown,  there  are  two  cost 
components — direct  and  indirect.  Again,  di¬ 
rect  costs  are  identifiable  to  a  particular  con¬ 
tract  and  are  categorized  as  direct  labor,  di¬ 
rect  material,  and  other  direct  costs.  Indirect 
costs  relate  to  two  or  more  contracts  and  are 
allocated  to  the  appropriate  contracts  based  on 
some  beneficial  or  casual  relationship.  The 
total  cost  of  a  contract,  then,  is  the  sum  of 
direct  and  indirect  cost  allocable  to  that  con¬ 
tract.  There  are  many  methods  for  allocating 
indirect  cost  to  contracts,  which  will  be  cov¬ 
ered  in  Chapter  4.  Note  that  an  unusual  item, 
called  “cost  of  money”  is  also  shown  as  an 
indirect  cost.  This  very  unusual  indirect  cost 
and  the  unique  government  requirements  re¬ 
lating  to  indirect  costs  are  addressed  later  in 
Chapter  6. 

It  is  important  to  keep  in  mind  that  the  meth¬ 
ods  used  by  individual  contractors  to  classify 
direct  and  indirect  cost  are  very  different.  The 
accounting  method  selected  by  a  contractor  is 
influenced  by  several  factors,  for  example,  the 
number  and  type  of  contracts  in  the  plant,  com¬ 
petitive  environment,  personal  preferences  of 
management,  and  allocation  methods  used. 
However,  to  adequately  manage  its  costs  in  a 
government  contracting  environment,  a  com¬ 
pany  must  set  firm  criteria  for  the  designation 
of  all  costs  as  direct  or  indirect.  Later,  under 
the  subject  of  cost  accounting  standards,  more 
details  will  be  provided  on  how  some  contrac¬ 
tors  are  required  to  submit  a  disclosure  state¬ 
ment.  A  disclosure  statement  is  a  comprehen¬ 
sive  document  in  which  the  company  describes, 
in  detail,  how  it  accumulates  and  allocates 
costs,  including  the  specific  identification  of 
direct  and  indirect  classifications. 

In  summary,  if  the  cost  is  identifiable  and  if  it 
benefits  a  specific  contract,  it  is  charged  directly 
to  that  contract.  If  the  expense  cannot  be  iden- 
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Exhibit  2.  Components  of  Contract  Price 


tified  with  or  does  not  benefit  a  particular  con¬ 
tract,  it  is  charged  to  overhead  or  G&A  ex¬ 
pense;  and  it  is  allocated  to  those  contracts 
that  do  receive  some  benefit  from  it. 


VARIABLE  OR  FIXED  COSTS 

An  important  step  in  the  control  of  indirect  or 
overhead  costs  is  the  breakdown  of  all  costs  into 
two  groups — fixed  and  variable.  The  various 
indirect  costs  do  not  all  behave  in  the  same  way 
as  production  volume  or  business  activity  in¬ 
creases  or  decreases.  One  indirect  cost  may  in¬ 
crease  as  a  result  of  a  new  contract  award  while 
another  may  remain  unchanged.  Knowledge 
of  cost  behavior  is,  therefore,  very  important 
for  indirect  cost  forecasting  and  control.  There 
are  three  broad  categories  of  costs  based  upon 
the  criteria  of  behavior  over  business  volume: 
variable,  fixed,  and  semivariable  costs. 


Variable  costs  fluctuate  directly  and  proportion¬ 
ally  with  business  activity,  i.e.,  production  vol¬ 
ume  or  level  of  services  provided.  Without  pro¬ 
duction  there  are  theoretically,  no  variable  costs. 
As  “Exhibit  3.  Cost  Behavior”  shows,  variable 
costs  are  constantly  increasing  as  production 
increases.  Labor,  whether  direct  or  indirect,  is 
usually  variable.  For  example,  fabrication  and 
assembly  hours  in  the  manufacturing  area  will 
increase  or  decrease  with  the  quantity  produced. 
Any  change  in  manufacturing  processes,  labor 
rates,  or  employee  training  will  affect  variable 
labor  costs.  Other  typical  examples  of  variable 
costs  found  in  the  defense  contracting  environ¬ 
ment  are  direct  materials,  fringe  benefits,  em¬ 
ployer  payroll  taxes,  royalties,  testing,  and  mis¬ 
cellaneous  small  parts.  Production  support  costs 
also  are  often  variable.  For  example,  the  cost 
of  electricity  varies  with  machine  use,  which, 
in  turn,  varies  with  the  volume  of  production. 
Also,  numerous  miscellaneous  factory  supplies 
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and  expenses  are  planned  in  relation  to  the  vol¬ 
ume  of  direct  manufacturing  labor  hours.  Since 
variable  costs  are  directly  and  proportionately 
related  to  productive  activity,  they  are  consid¬ 
ered  much  more  controllable  than  fixed  costs. 

Fixed  costs  are  relatively  constant  and,  within 
reasonable  limits  of  plant  capacity,  do  not 
vary  with  changes  in  production  volume  in 
the  short  run.  As  Exhibit  3  shows,  fixed  costs 
are  charted  as  a  horizontal  line;  they  have  the 
same  total  regardless  of  the  volume  or  other 
measure  of  business  activity.  Many  fixed-cost 
items  relate  to  capacity.  Some  of  these  items 
are  depreciation  of  buildings  and  machinery, 
real  and  personal  property  taxes  on  buildings, 
equipment  and  inventories,  property  and  li¬ 
ability  insurance,  and  rent.  In  the  future,  more 
costs  can  be  expected  to  become  fixed  rather 
than  variable  because  of  increasing  use  of 


machinery  as  a  replacement  for  manpower. 
Fixed  costs  are  sometimes  called  “period 
costs”  because  they  relate  primarily  to  a  pe¬ 
riod  of  time.  Of  course,  if  the  period  is  long 
enough,  all  expenses  will  become  variable. 
However,  in  the  short  run,  a  capacity  cost  of¬ 
ten  cannot  be  changed  and,  therefore,  is  con¬ 
sidered  to  be  fixed. 

Fixed  costs  are  established  by  management  on 
a  total-plant  basis  for  a  broad  range  of  activi¬ 
ties,  and  they  will  remain  unchanged  within 
that  “relevant  range.”  Theoretically,  the  rel¬ 
evant  range  represents  the  levels  of  activity 
over  which  cost  relationships  remain  constant. 
That  is,  if  volume  increases  (decreases),  vari¬ 
able  costs  will  increase  (decrease)  proportion¬ 
ately;  however,  fixed  costs  will  stay  fixed 
within  the  relevant  range.  If  volume  levels  in¬ 
crease,  capacity  may  be  strained  and  additional 
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fixed  cost  capability  will  be  required.  Although 
fixed  costs  are  not  initially  established  on  a 
contract-by-contract  basis,  an  award  of  a  large 
contract  could  produce  a  significant  change  in 
production  volume  and  in  the  required  level  of 
facilities.  Conversely,  the  loss  of  a  large  con¬ 
tract  could  result  in  idle  capacity,  which  produces 
serious  overhead  cost  problems. 

Fixed  costs  are  often  referred  to  as  discretion¬ 
ary  costs,  which  indicate  that  control  over  these 
expenses  rests  with  top  management,  who  de¬ 
termine  the  amount  of  corporate  investment 
in  plants,  equipment,  and  organizational  size. 
Two  large  discretionary  costs  in  a  defense  con¬ 
tracting  environment  are  Independent  Research 
and  Development  (IR&D)  expenses  and  Bid 
and  Proposal  (B&P)  expenses.  These  indirect 
costs  may  often  be  increased,  even  when  cur¬ 
rent  business  volume  is  decreasing.  For  ex¬ 
ample,  management’s  objective  may  be  to  gain 
a  competitive  advantage  and  to  increase  fu¬ 
ture  business  opportunities.  Also,  certain  key 
personnel  involved  in  research  or  proposal  de¬ 
velopment  activities  might  be  so  valuable  to 
the  company  that  they  would  be  retained  even 
if  large  volume  decreases  were  experienced. 
It  is  interesting  to  note  that  some  fixed  costs 
are  more  fixed  than  others.  For  example,  IR&D 
and  B&P  expenses  are  usually  budgeted  by 
management  on  an  annual  basis;  and  they 
could,  therefore,  be  considered  fixed  for  the 
year.  However,  these  expenses  could  also  be 
changed  quickly  by  a  management  decision. 
On  the  other  hand,  investments  in  plant  and 
equipment  are  fixed  for  much  longer  periods 
of  time  and  cannot  be  quickly  changed. 

During  production,  few  indirect  expenses  be¬ 
have  as  purely  fixed  or  purely  variable.  A  large 
number  of  expenses  contain  both  fixed  and 
variable  components.  As  Exhibit  3  shows, 
these  expenses  often  remain  relatively  fixed 
between  various  ranges  of  volumes  and  then 
advance  or  decline  in  a  step-type  function  as 


volume  changes  occur.  An  expense  of  this 
nature  might  be  the  cost  of  renting  a  machine 
that,  once  available,  can  provide  per-unit  cost 
savings  by  handling  a  greater  volume.  Once 
its  capacity  is  reached,  however,  greater  vol¬ 
ume  can  be  achieved  only  by  renting  an  ad¬ 
ditional  machine.  Semivariable  costs  vary 
with  volume  but  not  proportionally.  Examples 
of  semivariable  expenses  are  supervisory  la¬ 
bor,  repairs  and  maintenance,  factory  office 
salaries,  social  security  taxes,  and  some  utili¬ 
ties,  such  as  telephones  and  electricity.  Man¬ 
agement  control  of  semivariable  expenses  is 
accomplished  by  dividing  them  into  fixed  and 
variable  portions  and  treating  them  accord¬ 
ingly.  The  fixed  portion  is  considered  to  be 
the  necessary  expense  at  the  lower  level  of 
the  expected  volume,  and  the  difference  be¬ 
tween  this  lower  level  and  the  higher  level  is 
treated  as  variable. 

The  fixed  and  variable  analysis  of  indirect  costs 
won’t  be  found  in  published  financial  reports; 
but,  in  all  probability,  the  company  will  sepa¬ 
rate  indirect  costs  into  fixed  and  variable  com¬ 
ponents  for  internal  decision-making  purposes. 
Most  business  decisions  involve  the  selection 
of  alternatives  such  as  whether  or  not  to  make 
or  buy,  to  accept  a  special  offer  at  a  lower  price, 
or  to  increase  capacity.  A  fixed  versus  variable 
analysis  is  needed  for  making  such  manage¬ 
ment  decisions.  Although  a  fixed  and  variable 
analysis  should  be  available  internally  within 
every  company,  what  is  called  a  fixed  cost  at 
one  firm  may  be  considered  variable  cost  at 
another.  The  analysis  of  costs  into  fixed  and 
variable  components  is  a  powerful  tool  for  ana¬ 
lyzing  indirect  costs.  Rarely  does  the  defense 
business  volume  remain  at  one  level.  The  pro¬ 
cess  of  classifying  costs  according  to  the  be¬ 
havior  of  the  costs  relative  to  changes  in  busi¬ 
ness  volume  leads  the  decision  maker  to  be¬ 
come  more  knowledgeable  about  the  cost  driv¬ 
ers  of  indirect  costs  within  a  particular  com¬ 
pany. 
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The  relative  proportion  of  fixed  and  variable 
costs  is  referred  to  as  a  company’s  cost  struc¬ 
ture.  The  more  fixed  cost  in  a  company’s  cost 
structure,  the  more  volatile  will  be  changes  in 
overhead  rates.  This  will  become  more  appar¬ 
ent  when  the  development  of  overhead  rates  is 
discussed  in  Chapter  4. 

ALLOWABLE  OR  UNALLOWABLE 
COSTS 

Unfortunately  for  defense  contractors,  one  of 
the  most  significant  factors  affecting  indirect 
costs  as  well  as  profitability  is  the  difference 
between  allowable  and  unallowable  costs.  This 
differentiation  does  not  exist  in  the  commer¬ 
cial  world.  From  the  contractor’s  perspective, 
many  normal  and  necessary  expenses,  for 
which  the  government  will  not  pay,  exist  for 
operating  a  business.  From  the  government’s 
perspective,  there  are  many  expenses  that  are 
considered  unnecessary  for  government  work 
or  contrary  to  public  policy  for  various  rea¬ 
sons. 

The  specific  criteria  for  cost  allowability  is 
contained  in  FAR  Section  31.201.  Factors  to 
be  considered  in  determining  the  allowability 
of  individual  items  of  cost  include:  (1)  rea¬ 
sonableness,  (2)  allocability,  (3)  CASs  pub¬ 
lished  by  the  Cost  Accounting  Standards 
Board  or  from  generally  accepted  accounting 
principles,  (4)  terms  of  the  contract,  and  (5) 
any  limitations  in  the  Federal  Acquisition 
Regulation  (FAR).  There  are  about  50  selected 
cost  items  spelled  out  in  FAR  Section  31.205 
for  special  consideration  as  to  the  allowability 
of  the  costs  on  government  contracts.  These 
selected  items,  subject  to  frequent  change,  are 
commonly  referred  to  in  practice  as  the  “Cost 
Principles.”  Both  contractor  and  government 
personnel  working  on  negotiated  defense  con¬ 
tracts  must  have  personnel  who  are  very  fa¬ 
miliar  with  these  rules  and  regulations. 


Due  to  the  recent  media  attention,  many  con¬ 
tractors  have  adopted  an  additional  “media 
sensitivity”  test  for  allowability:  “Before  I  in¬ 
clude  this  cost  in  an  overhead  claim  to  the  gov¬ 
ernment,  would  I  want  to  read  about  it  in  the 
newspaper  in  the  morning?”  As  a  result  of  con¬ 
gressional  interest  during  the  past  few  years, 
emphasis  has  been  placed  on  increasing  the 
types  of  costs  that  are  unallowable.  Also,  the 
Congress  has  enacted  statutes  providing  for 
strong  penalties  if  contractors  do  not  comply 
with  unallowable  cost  provisions.  Most  recently. 
Congress  has  passed  limitations  on  the  com¬ 
pensation  for  individuals  that  can  be  charged 
to  defense  contracts.  Such  congressional  ac¬ 
tions  have  been  highly  controversial  in  indus¬ 
try.  Since  most  unallowable-type  costs  are  of 
an  indirect  or  overhead  nature,  they  are  dis¬ 
cussed  in  more  detail  and  examples  are  pro¬ 
vided  in  Chapter  6. 

CAPITALIZED  VERSUS  EXPENSED 

Whether  a  particular  cost  is  capitalized  or  ex¬ 
pensed  makes  a  tremendous  difference  to  the 
government  and  the  contractor.  This  concept 
must  be  grasped  before  indirect  costs  in  the 
defense  industry  can  be  understood.  From  an 
accounting  standpoint,  the  total  costs  of  items 
that  are  acquired  for  relatively  small  amounts 
and  for  general-purpose  use  are:  (1)  typically 
classified  as  expenses  and  (2)  placed  into 
indirect-cost  pools  for  subsequent  allocation 
to  many  contracts.  However,  the  costs  of  such 
items  for  relatively  larger  amounts  are  classi¬ 
fied  as  assets  and  are  considered  to  be  capital¬ 
ized.  In  the  case  of  capitalized  items,  only  a 
portion  of  the  costs  is  placed  into  indirect-cost 
pools  in  the  form  of  a  depreciation  expense 
each  year. 

In  general,  the  capital  versus  expense  distinc¬ 
tion  normally  relates  to  plants,  equipment,  and 
other  fixed  assets.  For  example,  when  a  com¬ 
pany  buys  a  machine  that  is  not  intended  for 
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sale,  it  generally  expects  to  use  the  machine  over 
and  over  again  for  the  benefit  of  many  contracts 
over  a  number  of  years.  Therefore,  the  company 
records  the  cost  of  the  machine  as  an  asset  and 
not  as  an  expense.  An  asset  is  simply  a  valuable 
item  that  is  owned  or  controlled  by  the  company. 
In  each  subsequent  accounting  period  when  the 
machine  is  put  into  use,  an  appropriate  portion  of 
the  cost  of  the  machine  is  written  off  as  an  ex¬ 
pense  based  on  the  estimated  service  life  of  the 
machine.  This  expense  is  called  depreciation  and 
represents  the  systematic  allocation  of  the  cost  of 
the  asset  over  its  estimated  useful  life.  It  also  rep¬ 
resents  the  decline,  due  to  wear  and  tear  from  use 
and  passage  of  time,  in  the  useful  value  of  the 
asset. 

As  an  example,  assume  that  a  general-purpose 
machine  to  be  used  in  the  manufacturing  area 
is  purchased  by  a  contractor  for  $120,000.  The 
installation  and  checkout  costs  are  $40,000.  Fur¬ 
ther,  assume  that  the  machine  has  an  expected 
useful  life  of  8  years;  has  no  salvage  value;  and 
is  placed  into  use  at  the  beginning  of  the  year. 
Using  a  “straight-line”  method  of  depreciation, 
allow  $20,000  ($160,000  divided  by  8  years)  of 
the  total  cost  of  the  machine  for  each  year  as  an 
indirect  expense  for  depreciation.  Recognize 
that  there  are  many  acceptable  ways  of  depre¬ 
ciating  assets  in  addition  to  the  straight-line 
method,  but  this  method  is  the  simplest.  Re¬ 
gardless  of  the  method  of  computation,  as  a  gen¬ 
eral  rule,  depreciation  expenses  for  all  assets 
are  indirect  or  overhead  costs.  It  is  important 
to  note  that  the  entire  $160,000  is  not  classi¬ 
fied  as  an  indirect  expense  in  the  first  year.  This 
is  particularly  important  from  a  defense  con¬ 
tracting  perspective  because  a  contractor  can 
bill  the  government  immediately  under  a  cost- 
type  contract  for  an  appropriate  allocation  of 
indirect  expenses.  However,  the  contractor  can¬ 
not  bill  for  the  fully  capitalized  amount  of  the 
asset  at  the  time  that  it  is  purchased. 


It  is  important  to  realize  that  many  companies 
follow  a  business  practice  of  charging  all  as¬ 
set  expenditures  of  relatively  small  amounts 
to  expense  instead  of  recording  them  as  as¬ 
sets;  thus,  they  avoid  excessive  accounting 
work.  Given  the  large  investments  in  assets 
and  complexity  of  the  defense  business  along 
with  its  many  cost-based  contracts,  very  spe¬ 
cific  rules  governing  the  capitalization  and 
expensing  of  assets  can  be  expected.  This  topic 
is  discussed  further  in  Chapter  7  in  the  CASs 
section  specifically  CAS  404,  “Capitalization 
of  Tangible  Assets.” 

Amortization,  which  is  similar  to  deprecia¬ 
tion,  is  a  term  commonly  used  in  the  defense 
industry.  Amortization  is  the  periodic  write¬ 
off  or  expensing  over  the  estimated  life  of 
certain,  often  program  related,  unique  assets, 
such  as  special  tooling,  special  test  equip¬ 
ment,  and  initial  computer  programming 
costs.  Amortization  and  depreciation  expenses 
are  usually  substantial  amounts  of  indirect 
or  overhead  cost  for  weapon  system  contrac¬ 
tors. 

CONTROLLABLE  OR  NONCONTROL- 
LABLE  COSTS 

Since  indirect  costs  relate  to  and  are  allocated 
to  more  than  one  cost  objective,  they  are  much 
more  difficult  for  management  to  control  than 
direct  costs.  To  deal  with  this  problem,  some 
companies  follow  an  internal  practice  of  break¬ 
ing  down  indirect  or  overhead-type  costs  or¬ 
ganizationally  as  either  controllable  or  non- 
controllable.  This  classification  is  based  upon 
the  ability  of  a  given  manager  to  personally 
control  the  costs.  The  concept  provides  an 
excellent  managerial  tool  for  relating  organi¬ 
zational  structure  and  decision-making  author¬ 
ity  to  specific  activities  that  caused  the  costs 
to  be  incurred. 
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This  managerial  control  technique,  sometimes 
called  “responsibility  accounting,”  is  discussed 
in  further  detail  in  Chapter  5,  when  the  topic 
on  how  the  defense  industry  typically  man¬ 
ages  indirect  costs  is  discussed.  Bear  in  mind 
that  company  organizations  differ,  and  there 
are  substantial  differences  in  how  companies 
break  down  indirect  costs  between  controllable 
and  noncontrollable  elements. 

The  basic  principle  of  responsibility  account¬ 
ing  is  that  indirect  costs  should  not  be  allo¬ 
cated  to  a  manager  unless  the  manager  can  ex¬ 
ercise  control  over  costs  incurred.  The  man¬ 
ager  of  a  parts  fabrication  shop,  for  example, 
has  direct  control  over  and  is  concerned  with 
the  amount  of  direct  labor,  direct  material, 
and  other  direct  costs  expended  on  specific 
shop  orders  for  building  detailed  parts  to  be 
fed  into  assemblies.  In  addition,  the  manager 
may  control  over  such  indirect  costs  as  the  la¬ 
bor  of  foremen,  training  time,  overtime,  time 
spent  waiting  for  work,  and  the  call-in  of 
manufacturing  engineering.  However,  there  are 
usually  other  costs  charged  to  the  manager’s 
organization  that  cannot  be  controlled,  for  ex¬ 
ample,  depreciation  of  the  building,  deprecia¬ 
tion  of  the  machinery  and  tooling  used  by  the 
personnel,  or  the  allocation  of  costs  from  ser¬ 
vice  organizations,  such  as  the  computer  cen¬ 
ter.  Such  allocated  expenses  are  often  sepa¬ 
rated  from  nonallocated  or  controllable  ex¬ 
penses  in  order  to  focus  the  manager’s  atten¬ 
tion  on  the  expenses  that  can  be  controlled. 

In  the  short  run,  there  are  many  indirect  costs 
that  cannot  be  quickly  reduced  and,  conse¬ 
quently,  are  considered  to  be  uncontrollable. 
They  typically  include  expenses  for  taxes,  such 
as  state  income,  sales,  and  franchise  taxes;  lo¬ 
cal  property  taxes;  royalties;  insurance  pre¬ 


miums;  employer  payroll  taxes;  and  deprecia¬ 
tion.  However,  in  the  long  run,  almost  all  costs 
are  controllable  to  a  certain  degree  by  someone 
in  the  corporation.  Costs  incurred  beyond  the 
control  of  a  department  manager  are  uncontrol¬ 
lable  costs  to  the  department;  but  generally  are 
controllable  by  a  higher  manager,  such  as  the 
plant  manager.  Examples  of  these  plant-wide 
costs  are  employee  welfare  expenses  for  such 
costs  as  operating  a  company  cafeteria,  opera¬ 
tion  of  a  medical  facility,  and  providing  an  an¬ 
nual  summer  picnic  for  all  employees.  A  por¬ 
tion  of  these  costs  would  have  to  be  allocated  to 
all  departments. 

The  costs  of  service  departments  may  present 
managerial  control  problems.  For  example, 
the  cost  of  a  large  computer  services  depart¬ 
ment  is  the  overall  responsibility  of  the  com¬ 
puter  services  department  head.  However,  ser¬ 
vice  costs  that  can  be  controlled  by  operat¬ 
ing  departments,  such  as  requests  for  specific 
computer  services,  should  be  the  responsibil¬ 
ity  of  operating  department  managers. 

Recently,  some  defense  companies  have  been 
moving  away  from  the  classification  of  costs 
as  controllable  and  noncontrollable.  Some  are 
very  opposed  to,  and  do  not  allow  the  use 
of,  the  term  “noncontrollable  cost.”  Their  ba¬ 
sic  tenet  is  that  there  is  no  such  thing  as  an 
uncontrollable  indirect  cost,  and  they  do  not 
want  their  managers  to  think  in  these  terms. 
Defense  companies  want  classification  to  fo¬ 
cus  on  a  management  philosophy,  i.e.,  all  costs 
must  be  controlled  at  every  organizational 
level  and  any  cost  that  is  allocated  to  their  or¬ 
ganization  should  be  questioned.  This  man¬ 
agement  view  is  covered  further  in  Chapter  5, 
when  the  topic  of  what  defense  contractors  have 
recently  done  to  reduce  overhead  costs  is  ad¬ 
dressed. 
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TYPICAL  INDIRECT-COST  POOLS 


Establishing  separate  indirect-cost  pools  im¬ 
proves  the  visibility  of  difficult-to-control  costs 
and  facilitates  the  monitoring  of  similar  types 
of  expenses.  Depending  on  contractor  needs  for 
pricing  and  control,  indirect  costs  are  grouped 
into  logical  cost  pools  relating  to  major  func¬ 
tions  and  activities,  types  of  products,  company- 
specific  organizational  structure,  market,  and 
other  considerations.  Contractors  whose  prod¬ 
ucts,  services,  or  contracts  are  substantially  dif¬ 
ferent  naturally  require  more  detailed  cost  pools. 
The  type  or  number  of  indirect-cost  pools  nec¬ 
essary  for  a  contractor’s  business  segment  is  not 
specified  by  industry  standards  or  government 
regulations  and,  consequently,  varies  signifi¬ 
cantly. 

Once  indirect  costs  are  properly  pooled,  they 
are  distributed  to  cost  objectives  using  a  direct- 
cost  distribution  base  common  to  ah  cost  ob¬ 
jectives  to  which  indirect  costs  are  allocated. 
The  various  methods  of  distributing  or  allocat¬ 
ing  overhead  costs  to  contracts  is  discussed  in 
detail  in  Chapter  4. 

Indirect-cost  pools  are  categorized  as  overhead, 
service  center,  or  general  and  administrative 
(G&A)  expense  pools.  The  primary  distinction 
between  overhead  and  G&A  cost  pools  is  that 
overhead  costs  only  benefit  a  part  of  a  business 
segment,  e.g.,  a  functional  organization  such  as 
engineering  or  manufacturing,  while  the  G&A 
expense  pool  benefits  the  entire  organization. 
“Exhibit  4.  Typical  Contractor  Cost  Hierarchy” 
shows  the  three  broad  categories  of  indirect- 
cost  pools  that  require  assignment  or  allocation 
to  contracts,  i.e.,  service  centers,  overhead 


pools,  and  the  G&A  pool.  The  contractor’s  busi¬ 
ness  segment  has  three  major  contracts  and  sev¬ 
eral  independent  research  and  development/bid 
and  proposal  (IR&D/B&P)  projects;  ah  of  these 
projects  use  direct  material,  direct  labor,  and 
other  direct  cost  as  well  as  four  service  centers, 
eight  overhead  pools,  and  one  G&A  cost  pool. 
Of  course,  if  a  contractor  expects  to  make  a 
profit,  ah  costs  must  be  assigned  to  contracts 
or  hnal-cost  objectives. 

OVERHEAD  POOLS 

It  is  very  common  to  hnd  separate  overhead 
pools  for  engineering,  manufacturing,  material 
handling,  and  for  certain  off-site  activities,  par¬ 
ticularly  those  performed  at  government  facili¬ 
ties  as  opposed  to  contractor-owned  facilities. 
Yet,  it  is  conceivable  that  a  small  contractor 
could  have  only  one  overhead  pool.  However, 
since  defense  industry  products  and  services  are 
usually  complex  and  are  procured  under  vari¬ 
ous  types  of  contracts,  defense  contractors  nor¬ 
mally  have  multiple  overhead  pools.  Generally, 
the  accuracy  of  cost  information  and  manage¬ 
ment  visibility  are  improved  by  the  introduc¬ 
tion  of  additional  indirect-cost  pools.  Again,  the 
type  and  number  of  indirect-cost  pools  vary  sig¬ 
nificantly.  One  contractor  may  have  8  overhead 
pools;  another  may  have  more  than  100.  Even 
the  same  corporation  may  have  totally  differ¬ 
ent  overhead  pool  structures  for  various  busi¬ 
ness  segments  or  separate  divisions  within  the 
corporation.  More  detailed  government  regu¬ 
latory  requirements  are  in  the  Cost  Accounting 
Standards  (CASs)  and  the  Eederal  Acquisition 
Regulations  (EARs);  these  requirements  relate 
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to  the  criteria  for  accumulating  indirect  costs 
into  cost  pools.  This  topic  is  discussed  in  more 
detail  in  Chapter  7. 

Most  defense  contractors  have  separate  over¬ 
head  pools  for  engineering  and  manufacturing. 
Engineering  overhead  includes  the  costs  of  di¬ 
recting  and  supporting  all  engineering-orga¬ 
nization  related  activities  that  cannot  be  as¬ 
signed  to  specific  contracts.  Engineering 
overhead  typically  includes  engineering  super¬ 
vision,  engineering  policies  and  procedures,  en¬ 
gineering  buildings  and  equipment  deprecia¬ 
tion,  software,  training,  maintenance,  supplies, 
scientific  library,  and  fringe  benefits.  Manufac¬ 
turing  overhead,  sometimes  called  factory  over¬ 
head  or  factory  burden,  usually  includes  all 
items  of  production  costs  except  direct  mate¬ 
rial,  direct  labor,  and  other  direct  costs.  The 
component  elements  of  manufacturing  over¬ 
head  typically  consist  of  several  major  catego¬ 
ries  of  expense,  including  supervision,  admin¬ 
istration,  time  standards  engineering, 
manufacturing  research,  tool  cribs,  mainte¬ 
nance,  indirect  supplies  (such  as  small  tools), 
grinding  wheels,  and  cleaning  supplies.  It  usu¬ 
ally  includes  costs  associated  with  factory  la¬ 
bor  fringe  benefits,  such  as  social  security  taxes, 
leave,  group  health  insurance,  etc.  It  also  in¬ 
cludes  factory-related  fixed  charges  for  depre¬ 
ciation,  insurance,  rent,  and  property  taxes. 

Manufacturing  overhead  is  often  broken  down 
into  several  overhead  pools  rather  than  one  over¬ 
all  manufacturing  pool.  This  is  particularly  true 
when  several  different  products  require  vary¬ 
ing  amounts  of  overhead  support.  Eor  example, 
separate  overhead  pools  are  often  found  for  as¬ 
sembly,  fabrication,  tooling,  and  quality.  Engi¬ 
neering  and  manufacturing  overhead  pools  are 
sometimes  referred  to  as  resource  pools  because 
they  collect  or  pool  the  costs  of  administrative 
and  other  indirect  expenses  associated  with  cen¬ 
tralized  resource  organizations  that  support 
multiple  products. 


If  a  contractor’s  activities  are  spread  out  geo¬ 
graphically,  the  use  of  separate  off-site  indirect- 
cost  pools  for  each  geographic  location  will 
usually  produce  more  accurate  allocations  of 
indirect  cost  than  the  use  of  in-plant  or 
company- wide  pools.  Overhead  pools  estab¬ 
lished  for  off-site  or  remote  locations  should 
be  based  on  eliminating  indirect  costs,  which 
do  not  provide  a  benefit  for  the  off- site  activi¬ 
ties,  from  the  overhead  pool.  Eor  example,  oc¬ 
cupancy  costs  would  be  eliminated  from  off¬ 
site  pools  for  work  performed  at  government 
facilities  because  government  facilities  are  used 
rather  than  the  contractor’s.  If  a  substantial  trav¬ 
eling  distance  is  involved,  a  reduction  could  also 
be  made  for  management  and  supervisory  ex¬ 
penses.  Rather  than  having  separate  rates  for 
each  site,  some  contractors  have  established 
field  service  overhead  pools  to  cover  all  work 
at  customer  locations  away  from  the  main  plant. 

Defense  contractors  sometimes  establish  prod¬ 
uct  pools  with  the  objective  of  increasing  the 
direct  traceability  of  costs  to  individual  prod¬ 
uct  lines.  Such  pools  are  often  established  for 
dedicated  program  or  product  engineering,  pro¬ 
curement,  spares,  or  other  elements  in  order  to 
identify  similar  product  overhead  costs  with 
benefiting  contracts  or  final  cost  objectives. 
Product  pools  may  be  established  for  new  pro¬ 
grams  during  the  bid  phase  and  discontinued 
when  the  effort  is  complete  and  all  program 
costs  are  recorded.  If  a  program  phases  down 
to  a  small  effort  over  an  extended  time,  the  pool 
may  be  merged  with  another  pool.  Examples 
of  product  pools  are  missile  systems,  electronic 
systems,  advanced  projects,  special  projects,  or 
space  systems. 

Material  overhead,  commonly  called  material 
handling,  includes  the  functions  of  purchasing; 
receiving  and  inspection;  handling  and  storage; 
inventory  control;  and  expediting  materials  re¬ 
quired  for  contracts.  Other  examples  of  sepa¬ 
rate  overhead  cost  pools  often  found  in  defense 
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industry  include  overhaul  and  repair,  modifica¬ 
tion,  manufacturing  development,  subcontract 
administration,  testing,  packing  and  crating, 
customer  service,  product  support,  and  fringe 
benefits. 

SERVICE  CENTERS 

Service  centers  are  departments  or  other  func¬ 
tional  organizations  that  perform  specific  tech¬ 
nical  or  administrative  work  for  the  benefit  of 
other  organizational  units.  Their  costs  may  be 
allocated,  based  on  some  measure  of  usage, 
partially  to  contracts  as  direct  costs  and  par¬ 
tially  to  other  indirect-cost  pools.  For  example, 
the  cost  of  the  computer  service  center  could  be 
charged  directly  to  contracts  or  to  other  indirect- 
cost  pools  on  the  basis  of  the  hours  worked  by 
programmers. 

Programmers  could  scientifically  program  a 
specific  engineering  contract,  program  numeri¬ 
cally  controlled  machines  for  the  manufactur¬ 
ing  overhead  function,  update  an  inventory  con¬ 
trol  system  for  the  material  handling  overhead 
function,  or  modify  a  payroll  system  for  ac¬ 
counting,  which  would  be  a  G&A  function.  Of 
course,  the  programmers  could  not  charge  both 
direct  and  indirect  costs  for  the  same  task.  Each 
task  performed  must  have  only  one  labor  charge. 
Use  and  occupancy  is  another  example  of  a  very 
large  service  center  commonly  found  in  the 
defense  industry.  This  service  center  is  usually 
distributed  based  upon  square  footage  occupied 
by  users.  It  includes  the  costs  for  depreciation, 
maintenance,  utilities,  leases,  security  and  fire 
protection,  environmental  cleanup,  and  facili¬ 
ties  engineering. 

From  an  accounting  standpoint,  service  centers 
are  usually  closed  out  each  month  by  transfer¬ 
ring  or  allocating  the  cost  of  operating  the  ser¬ 
vice  to  the  responsible  users.  “Exhibit  4.  Typi¬ 
cal  Contractor  Cost  Hierarchy”  shows  service 
centers  for  computer  services,  operations,  in¬ 


dustrial  engineering,  and  use  and  occupancy. 
“Exhibit  5.  Final  Overhead  Pools”  shows  how 
an  appropriate  amount  of  these  service  center 
costs  might  be  allocated  to  various  final  over¬ 
head  pools.  These  amounts  are  shown  at  the 
bottom  of  the  exhibit  under  the  category  of 
“Allocations.”  Recognize  that  some  service  cen¬ 
ter  costs  will  be  charged  directly  to  contracts, 
based  upon  use. 

Other  examples  of  service  centers  often  found 
in  defense  industry  are  print  shops,  graphic  arts, 
reproduction  services,  communication  services, 
motor  pools,  mail  rooms,  technical  publications, 
calibration  labs,  wind  tunnels,  and  corporate  air¬ 
craft.  Some  contractors  refer  to  service  centers 
as  secondary  pools,  support  pools,  or  prorate 
departments.  In  government  contract  accounting 
terms,  they  are  referred  to  as  intermediate  cost 
objectives  because  costs  are  temporarily  col¬ 
lected  in  the  service  center  as  an  intermediate 
step  before  they  are  later  allocated  to  final  cost 
objectives,  such  as  specific  contracts. 

GENERAL  AND  ADMINISTRATIVE 
EXPENSE  POOL 

G&A  expenses  represent  the  cost  of  activities 
necessary  to  the  overall  operation  of  the  busi¬ 
ness  as  a  whole,  but  a  direct  relationship  to  any 
particular  cost  objective  cannot  be  shown.  G&A 
expenses  include  the  top  management  functions 
for  executive  control  and  direction  over  all  per¬ 
sonnel,  facilities,  and  activities  of  a  business 
segment.  Typically,  G&A  expenses  include  hu¬ 
man  resources,  accounting,  finance,  public  re¬ 
lations,  contract  administration,  legal,  selling, 
independent  research  and  development,  bid  and 
proposal  expenses,  and  an  expense  allocation 
from  the  corporate  home  office. 

A  contractor’s  selling  expenses  may  be  included 
in  the  G&A  expense  pool  or  may  be  accounted 
for  in  a  separate  cost  pool.  Selling  expenses  are 
the  efforts  to  market  a  contractor’s  products  or 
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services  and  include  expenses  for  advertising, 
corporate  image  enhancement,  market  planning, 
and  direct  selling. 

Since  G&A  usually  includes  executive  bonuses, 
incentive  awards,  stock  options,  and  business 
entertainment  expenses,  it  represents  the  most 
controversial  area  for  questioning  the  reason¬ 
ableness  of  cost  allocations  to  government  con¬ 
tracts.  In  this  regard,  the  government  does  not 
allow  profit  on  G&A  cost  when  computing  its 
profit  objective  for  negotiating  flexibly  priced 
contracts.  Therefore,  the  defense  contractor 
could  be  expected  to  minimize  indirect  cost 
classified  as  G&A.  The  government  position  of 
not  recognizing  profit  on  G&A  may  not  be  ap¬ 
parent  when  examining  a  billing  submitted  by 
a  contractor  on  a  cost-type  contract.  The  profit 
rate  on  the  billing  may  be  applied  to  the  total 
cost  incurred,  which  includes  G&A.  However, 
government  personnel  do  not  consider  G&A 
as  a  profit-bearing  cost  when  arriving  at  the 
profit-rate  objective  prior  to  negotiations. 

Since  G&A  costs  relate  to  the  operation  of  the 
business  as  a  whole,  any  cost  directly  distrib¬ 
uted  to  both  government  and  commercial  work 
of  the  contractor  should  be  removed  from  G&A 
and  distributed  to  the  appropriate  cost  objec¬ 
tive,  such  as  a  contract  or  appropriate  overhead 
cost  pool.  Each  contractor  business  segment  has 
its  own  G&A  cost  pool  and,  while  there  can  be 
many  overhead  pools,  there  is  only  one  G&A 
pool  for  a  business  segment.  Note  in  Exhibit  4 
that  a  contractor’s  business-segment  G&A  ex¬ 
penses  usually  include  major  costs  for  segment- 
level  G&A  expenses,  an  appropriate  allocation 
of  corporate  home-office  expenses,  independent 
research  and  development  expenses,  and  bid  and 
proposal  expenses.  However,  note  in  “Exhibit 
5.  Einal  Overhead  Cost  Pools,”  the  G&A  cost 
pool  does  not  include  IR&D/B&P  expenses. 
IR&D/B&P  is  absent  from  this  exhibit  because 
these  costs  must  be  handled  in  a  prescribed  way 
in  accordance  with  government  contract  re¬ 


quirements.  Before  the  proper  treatment  of 
IR&D/B&P  expenses  is  addressed,  it  is  impor¬ 
tant  to  know  how  overhead  rates  are  computed. 
This  topic  will  be  revisited  in  Chapter  4  when 
the  requirements  for  deriving  the  total  cost  of 
IR&D/B&P  projects  and  then  transferring  these 
very  significant  costs  to  the  G&A  cost  pool  is 
addressed. 

MAJOR  CATEGORIES  OF 
INDIRECT  EXPENSES 

Since  each  overhead  pool  normally  includes 
hundreds  of  individual  indirect  expense  ac¬ 
counts,  contractors  will  summarize  these  ac¬ 
counts  within  each  cost  pool  into  major  subdi¬ 
visions  or  categories  for  management  control 
purposes.  Exhibit  5  summarizes  the  many  in¬ 
direct  expense  accounts  into  five  primary  clas¬ 
sifications  of  salaries  and  wages,  fringe  ben¬ 
efits,  supplies  and  services,  other  expenses,  and 
service  center  allocations.  There  is  no  pre¬ 
scribed  way  of  doing  this,  and  all  companies 
summarize  as  they  choose. 

Many  overhead  costs  are  for  personnel,  and 
these  costs  usually  represent  a  significant 
amount  of  overhead  costs.  Personnel  costs  in¬ 
clude  salaries  and  wages  of  indirect  labor  (those 
employees  needed  to  run  the  organization  but 
whose  work  bears  no  direct  relationship  to  any 
specific  contract)  and  fringe  benefits  for  both 
direct  and  indirect  employees.  Eringe  benefits 
are  costs  associated  with  labor,  such  as  health 
and  life  insurance,  leave,  social  security  taxes, 
and  pensions.  It  is  not  unusual  in  the  defense 
industry  for  fringe  benefits  to  approximate  50 
percent  of  labor  costs.  Supplies  and  services  are 
those  indirect  items,  such  as  lubricating  oil,  per¬ 
ishable  tools,  nuts  and  bolts,  and  calibration, 
that  are  not  assignable  as  direct  costs  to  a  con¬ 
tract;  but  they  relate  to  all  contracts.  “Other  ex¬ 
penses”  is  a  catch-all  category  that  includes 
miscellaneous  items  such  as  travel,  telephone, 
telegraph,  and  employee  relocation. 
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MATERIAL 

PRODUCT 

PRODUCT 

OFF 

INDIRECT  COSTS 

ENG 

FAB 

ASSY 

TOOLING 

HANDLING 

TAT 

TBT 

SITE 

G&A 

Salaries  &  Wages: 

Supervision 

$  3,701 

$  19,674 

$  6,246 

$  729 

$  4,235 

$  177 

$  301 

$ 

260 

$  21,982 

Indirect  Labor 

33,310 

91,811 

28,105 

4,666 

33,876 

694 

1,157 

1,214 

88,636 

OTP 

925 

18,362 

4,164 

198 

42,345 

59 

141 

87 

2,836 

Training 

5,552 

1,202 

520 

255 

2,879 

231 

347 

130 

2,978 

Idle  Time 

19 

219 

104 

24 

85 

1 

2 

Total  Salaries  &  Wages 

$  43,507 

$131,267 

$  39,139 

$  5,872 

$  83,420 

$  1,162 

$  1,948 

$ 

1,692 

$116,432 

Fringe  Benefits: 

Health  &  Life  Ins 

$  29,609 

$  40,768 

$  17,175 

$  4,008 

$  6,288 

$  1,851 

$  3,701 

$ 

1,388 

$  1,595 

Workmen’s  Comp 

1,851 

31,041 

12,491 

1,093 

5,336 

116 

231 

173 

4,432 

Annual  Leave 

7,402 

8,744 

4,164 

972 

2,287 

463 

925 

347 

3,900 

Holiday 

9,253 

10,930 

5,205 

1,214 

1,906 

578 

1,157 

434 

2,482 

Sick  &  Pers  Lv 

3,701 

7,651 

3,123 

559 

953 

231 

463 

173 

1,773 

PICA  Taxes 

14,804 

17,488 

8,327 

1,943 

3,049 

925 

1,851 

694 

1,578 

UnempI  Taxes 

1,851 

2,186 

1,041 

243 

381 

116 

231 

87 

1,064 

Retirement  Plan 

16,655 

19,674 

9,368 

2,186 

3,430 

1,041 

2,082 

781 

2,570 

Savings  Plan 

3.701 

4.372 

2.082 

486 

762 

231 

463 

173 

2.322 

Total  Fringe  Benefits 

$  88,827 

$142,853 

$  62,977 

$  12,703 

$  24,391 

$  5,552 

$  11,103 

$ 

4,250 

$  21,716 

Supplies/Svcs: 

Operating 

$  925 

$  18,624 

$  6,402 

1,241 

4,235 

29 

35 

106 

Maintenance 

37 

1,093 

520 

121 

898 

5 

12 

21 

Perishable  Tools 

1,110 

9,181 

4,372 

1,020 

51 

30 

8 

Csl  &  Csrt 

370 

656 

312 

73 

34 

23 

46 

Office  Supplies 

925 

874 

427 

97 

728 

60 

46 

1.950 

Total  Supplies/Svcs 

$  3,368 

$  30,429 

$  12,033 

$  2,553 

$  5,945 

$  147 

$  148 

$  2,078 

Other  Expenses: 

Travel 

$  7,032 

$  1,749 

$  833 

$  194 

$  8,469 

$  160 

$  319 

$  8,864 

Telephone 

4,626 

1,093 

520 

121 

1,186 

289 

578 

10,016 

Busn  Meetings 

925 

66 

31 

20 

593 

60 

21 

1,773 

Employee  Relocation 

555 

44 

21 

5 

102 

40 

81 

124 

Dues  &  Subscriptions 

370 

46 

21 

8 

31 

18 

35 

1,773 

Employee  Welfare 

185 

334 

159 

37 

38 

23 

46 

121 

Total  Other  Expenses 

$  13,694 

$  3,331 

$  1,585 

$  386 

$  10,418 

$  590 

$  1,081 

$  22,669 

Allocations: 

Use  &  Occupancy 

$  60,653 

$  98,423 

$  31,705 

$  13,785 

$  27,845 

$  3,860 

$  7,719 

$  31,705 

Computing  Svcs 

22,465 

14,145 

4,160 

2,496 

14,145 

1,165 

1,331 

23,297 

Operations  Svcs 

556 

33,381 

20,665 

2,384 

18,280 

397 

636 

3,179 

Industrial  Eng 

5.464 

2.484 

1.987 

Total  Allocations 

$  83,675 

$151,413 

$  59,014 

$  20,652 

$  60,270 

$  5,422 

$  9,687 

$  58,181 

Total  Indirect 

Expenses 

S  233.070 

S  459.294 

$174,748 

$  42.165 

$184,445 

$  12.874 

$  23.966 

$_ 

5.942 

$221,076 

Exhibit  5.  Final  Overhead  Cost  Pools  (In  Thousands) 
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The  allocations  category  represents  indirect 
costs  distributed  to  the  final  overhead  pool  from 
external  organizations,  such  as  service  centers 
or  other  intermediate  cost  objectives.  These 
costs  usually  include  the  fair  share  of  facilities- 
related  costs,  including  fixed  asset  depreciation, 
repair  and  maintenance,  leased  equipment,  and 
utilities.  In  the  allocations  category  of  Exhibit 
4,  service  center  allocations  from  use  and  oc¬ 
cupancy,  computing  services,  operations  ser¬ 
vices,  and  industrial  engineering  are  included. 


Some  companies  may  include  fringe  benefits 
as  a  part  of  their  direct-labor  rate  as  opposed  to 
classifying  fringe  benefits  as  a  part  of  overhead. 
Either  method  is  acceptable;  however,  since 
fringe  benefits  are  such  a  significant  amount, 
they  will  have  a  very  significant  impact  upon 
reducing  overhead  rates  when  they  are  a  part  of 
direct  labor.  This  item  will  be  discussed  later 
when  allocation  methods  and  indirect  rate  com¬ 
putations  are  examined. 
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4 

ALLOCATION  OF  INDIRECT  COSTS 


For  numerous  reasons,  industry  requires  an  ac¬ 
curate  allocation  of  indirect  costs  to  final  cost 
objectives,  such  as  commercial  products  or  spe¬ 
cific  government  contracts.  From  a  financial 
reporting  perspective,  accurate  indirect-cost 
allocation  is  necessary  for  the  proper  valuation 
of  inventories  and  for  the  determination  of 
business-segment  profitability.  From  a  manage¬ 
ment  perspective,  it  is  necessary  for  controlling 
costs  and  for  internal  decision-making  pur¬ 
poses,  such  as  product  pricing  and  capital  in¬ 
vestment  decisions.  To  do  business  with  the 
government  on  a  negotiated  cost  basis,  defense 
contractor  management  must  provide  accurate 
cost  and  pricing  data  necessary  for  compliance 
with  government  contracting  requirements. 
From  a  program  management  perspective,  the 
method  used  to  allocate  indirect  costs  will  de¬ 
termine  the  amount  of  those  costs  that  will  be 
charged  to  each  contract. 

ALLOCATION  OF  OVERHEAD 

For  overhead  cost  allocation  purposes,  compa¬ 
nies  view  overhead  on  an  annual  basis;  and  it  is 
considered  to  be  a  “period”  expense.  The  pe¬ 
riod  used  is  the  contractor’s  fiscal  year  because 
it  provides  a  natural  business  cutoff  for  ex¬ 
penses.  Consequently,  this  period  usually  never 
coincides  exactly  with  any  government  contract 
period  of  performance.  Businesses  view  over¬ 
head  on  an  annual  basis  for  many  reasons.  Many 
overhead-type  expenses  will  vary  significantly 
from  month  to  month.  Changes  in  business  vol¬ 
ume  from  month  to  month  can  significantly  af¬ 
fect  overhead  rates.  Seasonal  variations,  such 


as  heating  and  air  conditioning  requirements, 
cause  large  month-to-month  differences. 

Month-to-month  estimates  are  required  for  hun¬ 
dreds  of  indirect  expenses  in  each  overhead 
pool,  and  they  can  never  be  precisely  correct. 
For  example,  detailed  monthly  inventories  of 
the  many  indirect  materials  and  supplies  can¬ 
not  be  made  to  determine  the  actual  amount 
used  during  a  monthly  production  period.  Many 
estimates  are  made  because  management  can¬ 
not  wait  until  the  end  of  the  year  to  find  out 
what  each  job  costs.  Further,  many  jobs  are 
completed  before  the  year  ends;  and  customers 
are  continuously  requesting  proposals  and  quo¬ 
tations  that  must  include  indirect  costs.  There¬ 
fore,  overhead  is  estimated  at  the  beginning  of 
the  year  and  applied  to  each  job  or  product 
worked  on  during  the  year.  This  approach  uses 
an  average  estimated  overhead  cost  without 
changing  the  overhead  rate  when  costing  spe¬ 
cific  jobs,  products,  or  contracts  from  day  to 
day  or  month  to  month.  Again,  overhead  is 
managed  in  annual  increments  based  upon  the 
contractor’s  fiscal  year. 

The  concept  of  a  predetermined,  “applied  over¬ 
head  rate”  is  used  in  industry  for  allocating 
overhead  costs,  for  estimating  purposes,  and  for 
costing  jobs  completed  prior  to  the  end  of  the 
year  when  actual  costs  will  be  known.  The  ap¬ 
plied  overhead  rate  is  the  ratio  of  estimated  in¬ 
direct  costs  for  the  contractor’s  fiscal  year  to 
the  estimated  business  volume  for  some  com¬ 
mon,  measurable,  direct-cost  allocation-base 
factor  for  the  same  period.  To  correct  a  com- 


4-1 


mon  misunderstanding,  note  that,  although 
“forward-pricing  rates”  are  commonly  referred 
to  as  “applied  rates,”  they  are  not  the  same  rates. 
Forward-pricing  rates  are  used  only  for  govern¬ 
ment  contracting  purposes,  and  the  contractor’s 
applied  rates  are  not  reduced  for  many  costs  that 
the  government  will  not  pay.  The  applied  rates 
represent  the  contractor’s  best  estimate  of  what 
the  total  costs  will  be,  including  any  unallowable 
expenses.  The  contractor’s  applied  rates  will  al¬ 
ways  be  greater  than  the  rates  used  for  govern¬ 
ment  contracting  purposes.  Forward-pricing  rates 
are  discussed  later  in  Chapter  6  after  government 
requirements  for  allowability  of  indirect  costs  are 
addressed. 

The  basic  formula  for  all  indirect-cost  rates  is: 

rate  =  indirect-cost  pool  expenses 
allocation  base 

In  computing  overhead  rates,  the  estimated  in¬ 
direct  cost  in  each  cost  pool  is  the  numerator; 
and  the  estimated  specific  allocation  base  for 
that  cost  pool  is  the  denominator.  The  predeter¬ 
mined  rate  should  produce  an  equitable  alloca¬ 
tion  of  indirect  costs  among  numerous  final  cost 
objectives,  such  as  government  contracts.  Each 
accounting  period,  the  estimated  rate  is  applied 
to  the  incurred  cost  on  each  job  on  a  cumula¬ 
tive  basis.  Of  course,  there  will  always  be  a  dif¬ 
ference  between  the  overhead  costs  generated 
by  applying  the  predetermined  estimated  rate 
and  the  actual  overhead  costs.  The  estimated 
overhead  rates  are  adjusted  to  actual  rates  as 
soon  as  the  actual  data  are  known  at  the  end  of 
the  accounting  period. 

Each  direct-allocation  base  is  calculated  based 
on  a  projection  of  the  forecasted  direct  activity, 
which,  in  turn,  is  derived  from  the  estimated 
sales  for  the  same  period.  It  should  be  empha¬ 
sized  that  the  estimated  sales  are  the  total  sales 
for  both  government  and  commercial  business. 
Any  significant  error  in  estimating  sales  will 


result  in  a  significant  error  in  the  predetermined 
rate.  Therefore,  the  accurate  development  of 
the  business  base  is  crucial  to  the  rate- 
development  process.  The  subject  of  sales  fore¬ 
casting,  crucial  to  the  management  of  overhead 
costs,  is  discussed  in  greater  detail  in  Chapter  5. 

The  direct-allocation  base  selected  for  a  given 
overhead  cost  pool  must  be  common  to  all  con¬ 
tracts  worked  on  since  it  becomes  the  measur¬ 
ing  device  for  allocating  joint,  indirect  costs  to 
contracts.  On  a  historical  basis,  the  most  com¬ 
mon  method  of  applying  overhead  costs  has 
been  direct-labor  cost.  Direct-labor  cost  has 
been  used  because  it  is  readily  available  from 
business  records  and  because  it  has  tradition¬ 
ally  been  such  a  large,  common,  direct-cost 
component  of  total  costs.  The  importance  of 
direct  labor  as  an  allocation  base  is  changing; 
this  change  is  discussed  in  more  detail  later. 

“Exhibit  6.  Einal  Overhead  Rates”  takes  a  more 
detailed  look  at  the  computation  of  overhead 
rates  in  a  large  company.  It  shows  the  overhead 
rates  that  would  apply  to  the  eight  overhead 
pools  in  this  example  of  a  typical  defense  con¬ 
tractor.  Eor  educational  purposes,  direct-labor 
dollars  are  used  as  the  basis  for  allocating  the 
indirect  cost  for  all  overhead  pools.  The  only 
exception  is  material  handling,  where  direct  ma¬ 
terials  are  considered  to  be  a  more  appropriate 
allocation  base.  Note  that  indirect  rate  figures 
are  usually  extended  two  places  beyond  the 
decimal  point.  Eor  example,  in  recovering  the 
indirect  costs  associated  with  particular  con¬ 
tracts  during  the  year,  each  dollar  of  engineer¬ 
ing  direct  labor  worked  on  a  contract  is  bur¬ 
dened  with  an  engineering  overhead  of  125.95 
percent.  In  addition,  the  engineering  direct  la¬ 
bor  and  overhead,  plus  any  added  labor  and 
overhead  that  may  be  applicable  to  work  on  the 
contract  from  other  cost  pools,  is  burdened  with 
general  and  administrative  (G&A)  expenses. 
However,  a  G&A  rate  cannot  be  computed  in 
the  example  until  total  IR&D/B&P  expenses 
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MATERIAL 

PRODUCT 

PRODUCT 

OFF 

INDIRECT  COSTS 

ENG 

FAB 

ASSY 

TOOLING 

HANDLING 

“A” 

“B” 

SITE 

G&A 

Salaries  &  Wages: 

Supervision 

$ 

3,701 

$  19,674 

$ 

6,246 

$ 

729 

$ 

4,235 

$ 

177 

$ 

301 

$ 

260 

$ 

21,982 

Supervision 

$ 

3,701 

$  19,674 

$ 

6,246 

$ 

729 

$ 

4,235 

$ 

177 

$ 

301 

$ 

260 

$ 

21,982 

Indirect  Labor 

33,310 

91,811 

28,105 

4,666 

33,876 

694 

1,157 

1,214 

88,636 

OTP 

925 

18,362 

4,164 

198 

42,345 

59 

141 

87 

2,836 

Training 

5,552 

1,202 

520 

255 

2,879 

231 

347 

130 

2,978 

Idle  Time 

19 

219 

104 

24 

85 

1 

2 

Total  Salaries  swages  $ 

43,507 

$  131,267 

$ 

39,139 

$ 

5,872 

$ 

83,420 

$ 

1,162 

$ 

1,948 

$ 

1,692 

$116,432 

Fringe  Benefits: 

Health  S  Life  Ins 

$ 

29,609 

$  40,768 

$ 

17,175 

$ 

4,008 

$ 

6,288 

$ 

1,851 

$ 

3,701 

$ 

1,388 

$ 

1,595 

Workmen’s  Comp 

1,851 

31,041 

12,491 

1,093 

5,336 

116 

231 

173 

4,432 

Annual  Leave 

7,402 

8,744 

4,164 

972 

2,287 

463 

925 

347 

3,900 

Holiday 

9,253 

10,930 

5,205 

1,214 

1,906 

578 

1,157 

434 

2,482 

Sick  S  Pers  Lv 

3,701 

7,651 

3,123 

559 

953 

231 

463 

173 

1,773 

PICA  Taxes 

14,804 

17,488 

8,327 

1,943 

3,049 

925 

1,851 

694 

1,578 

UnempI  Taxes 

1,851 

2,186 

1,041 

243 

381 

116 

231 

87 

1,064 

Retirement  Plan 

16,655 

19,674 

9,368 

2,186 

3,430 

1,041 

2,082 

781 

2,570 

Savings  Plan 

3,701 

4,372 

2,082 

486 

762 

231 

463 

173 

2,322 

Total  Fringe  Benetits 

$ 

88,827 

$142,853 

$ 

62,977 

$ 

12,703 

$ 

24,391 

$ 

5,552 

$ 

11,103 

$ 

4,250 

$ 

21,716 

Supplies/Svcs: 

Operating 

$ 

925 

$  18,624 

$ 

6,402 

1,241 

4,235 

29 

35 

106 

Maintenance 

37 

1,093 

520 

121 

898 

5 

12 

21 

Perishable  Tools 

1,110 

9,181 

4,372 

1,020 

51 

30 

8 

CqI  &  Csrt 

370 

656 

312 

73 

34 

23 

46 

Ottice  Supplies 

925 

874 

427 

97 

728 

60 

46 

1,950 

Total  Supplies/Svcs 

$ 

3,368 

$  30,429 

$ 

12,033 

$ 

2,553 

$ 

5,945 

$ 

147 

$ 

148 

$ 

2,078 

Other  Expenses: 

Travel 

$ 

7,032 

$  1 ,749 

$ 

833 

$ 

194 

$ 

8,469 

$ 

160 

$ 

319 

$ 

8,864 

Telephone 

4,626 

1,093 

520 

121 

1,186 

289 

578 

10,016 

Busn  Meetings 

925 

66 

31 

20 

593 

60 

21 

1,773 

Employee  Relocation 

555 

44 

21 

5 

102 

40 

81 

124 

Dues  S  Subscriptions 

370 

46 

21 

8 

31 

18 

35 

1,773 

Employee  Welfare 

185 

334 

159 

37 

38 

23 

46 

121 

Total  Other  Expenses 

$ 

13,694 

$  3,331 

$ 

1,585 

$ 

386 

$ 

10,418 

$ 

590 

$ 

1,081 

$ 

22,669 

Allocations: 

Use  &  Occupancy 

$ 

60,653 

$  98,423 

$ 

31,705 

$ 

13,785 

$ 

27,845 

$ 

3,860 

$ 

7,719 

$ 

31,705 

Computing  Svcs 

22,465 

14,145 

4,160 

2,496 

14,145 

1,165 

1,331 

23,297 

Operations  Svcs 

556 

33,381 

20,665 

2,384 

18,280 

397 

636 

3,179 

Industrial  Eng 

5,464 

2,484 

1,987 

Total  Allocations 

$ 

83,675 

$151,413 

$ 

59,014 

$ 

20,652 

$ 

60,270 

$ 

5,422 

$ 

9,687 

$ 

58,181 

Total  Indirect  Expenses  $  233,070 

$459,294 

$174,748 

L 

42,165 

$184,445 

1 

12,874 

1 

23,966 

5,942 

$221,076 

Allocation  Base  DL$ 

$185,055 

$218,597 

$104,094 

24,289 

1 

1 1 ,566 

1 

23,132 

8,674 

Allocation  Base  DM$ 

$1,693,812 

Overhead  Rates 

125.95% 

210.11% 

167.88% 

173.60% 

10.89% 

111.31% 

103.61% 

68.50% 

(1) 

(1 )  The  G&A  rate  cannot  be  computed  until  IR&D/B&P  costs  are  transferred  into  the  G&A  cost  pool  (see  Exhibit  7). 

Exhibit  6.  Final  Overhead  Rates  (In  Thousands) 
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Engineering  DL$ 

$  60,000 

Engineering  OH 

125.95% 

75,568 

Fabrication  DL$ 

72,000 

Fabrication  OH 

210.11% 

151,279 

Assembly  DL$ 

35,000 

Assembly  OH 

167.88% 

58,757 

Tooling  DL$ 

18,000 

Tooling  OH 

173.60% 

31,248 

Product  “A”  DL$ 

6,000 

Product  “A”  OH 

111.31% 

6,679 

Off-site  DL$ 

2,000 

Off-site  OH 

68.50% 

1,370 

Direct  Materials 

500,000 

Material  Handling 

1 0.89% 

54.447 

Total-cost  Input 

$  1,072,347 

Exhibit  7.  Contract  “A”  Estimated  Costs 


are  computed  and  transferred  into  the  G&A 
cost  pool.  The  necessity  for  this  transfer  be¬ 
comes  clear  later  when  the  methodology  for 
allocating  G&A  expenses  is  discussed. 

Assume  that  a  defense  cost-type  contract,  in¬ 
cluding  some  Product  A  input,  has  the  estimated 
direct-labor  and  materials  content  as  shown  in 
“Exhibit  7.  Contract  ‘A’  Estimated  Costs.”  The 
application  of  the  overhead  rates  to  the  direct 
costs  is  made  by  multiplying  the  appropriate 
overhead  rates  by  the  estimated  direct  costs. 
Note  that  the  Product  B  overhead  rate  is  not 
applied  to  this  contract.  The  overhead  rates  are 
applied  only  if  the  applicable  direct  cost  that  is 
used  as  a  base  for  allocating  overhead  is  used 
on  that  particular  contract. 

If  the  estimate  of  the  projected  direct-allocation 
base  is  too  high,  too  little  indirect  cost  will  be 
applied  to  contracts.  If  the  estimate  of  the  pro¬ 
jected  allocation  base  is  too  low,  too  much  in¬ 


direct  cost  will  be  applied.  In  addition,  the  ac¬ 
tual  indirect  cost  incurred  in  each  overhead  pool 
will  realistically  always  be  greater  or  less  than 
estimated  costs.  Therefore,  the  actual  indirect 
costs  incurred  will  always  differ  from  the 
amount  of  indirect  costs  applied  to  contracts. 
When  actual  costs  are  less  than  applied  costs, 
overhead  is  overapplied  or  overabsorbed.  When 
actual  costs  are  greater  than  applied  costs,  over¬ 
head  is  underapplied  or  underabsorbed.  If  the 
differences  are  not  significant,  overapplied  or 
underapplied  overhead  is  credited  or  charged 
to  profit  in  the  current  year.  However,  if  the 
amounts  involved  are  significant,  it  is  assigned 
to  the  cost  of  sales  and  inventory  in  the  propor¬ 
tions  in  which  the  costs  during  the  year  have 
been  assigned  to  cost  of  sales  and  inventory. 

The  comparison  of  actual  and  applied  overhead 
costs  will  be  discussed  later  in  more  detail  when 
the  subject  of  how  industry  uses  the  technique 
of  variance  analysis  for  overhead  cost-control 
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purposes  is  addressed.  To  ensure  overapplied 
and  underapplied  amounts  are  kept  to  a  mini¬ 
mum,  predetermined  applied  overhead  rates  are 
revised  during  the  year  if  there  are  significant 
changes  in  business  volume  projections  or  in 
actual  indirect  expenses. 

Keep  in  mind  that  the  objective  of  cost  allocation 
is  to  logically  link  the  indirect  costs  in  each  cost 
pool  to  the  direct-cost  allocation  base.  There 
should  be  a  high  correlation  between  the  direct- 
cost  allocation  measure  and  the  indirect  costs  in 
the  overhead  pool.  In  order  to  accomplish  a  link¬ 
age,  indirect  costs  should  be  allocated  in  a  pro¬ 
portionate  amount  to  the  job  or  contract  that  caused 
indirect  costs  to  be  incurred.  Therefore,  the 
direct-allocation  base  should  be  a  primary  cost 
driver  for  the  work  activity  that  causes  overhead 
costs  to  be  incurred.  If  a  causal  connection  cannot 
be  made,  some  other  criterion,  such  as  benefits 
received,  should  be  substituted.  Certainly,  the  al¬ 
location  of  overhead  cost  is  not  an  exact  science 
and  the  methods  of  allocation  can  vary  signifi¬ 
cantly  with  contractors;  but  the  method  used 
should  give  an  equitable  assignment  of  overhead 
to  the  various  products  produced. 

There  are  many  direct-allocation  bases  that  have 
proven  acceptable  for  the  fair  distribution  of 
overhead  costs.  The  following  are  commonly 
found  in  industry:  direct-labor  dollars,  direct- 
labor  dollars  plus  fringe  benefits,  direct-labor 
hours,  direct  materials,  prime  cost  (materials  and 
labor),  units  produced,  machine  hours,  meter  read¬ 
ings,  floor  space,  and  cubic  content.  Employee 
head  count  is  sometimes  used  to  distribute  costs, 
such  as  personnel  department  costs,  payroll  de¬ 
partment  costs,  cafeteria  losses,  and  medical  de¬ 
partment  costs.  Generally,  a  combination  of  sev¬ 
eral  of  these  acceptable  bases  is  used,  depending 
on  the  particular  circumstances. 

The  direct-labor  dollars  base  is  typically  used 
when  labor  rates  are  relatively  uniform  and 
when  labor  costs  are  significant  in  relation  to 


total  costs.  The  direct-labor  activity  base  is  most 
often  used,  because  the  data  are  readily  avail¬ 
able  from  payroll  and  labor-distribution  records 
and  the  method  is  simple  and  economical.  In 
some  cases,  fringe  benefits  are  included  as 
direct-labor  dollars  as  opposed  to  being  in¬ 
cluded  in  the  overhead  cost  pool.  When  this  is 
done  the  overhead  rate  is  dramatically  reduced. 
For  example,  in  Exhibit  6,  if  engineering  fringe 
benefits  are  included  in  the  direct-labor  base, 
the  engineering  overhead  rate  is  reduced  from 
125.95  percent  to  52.67  percent.  The  numera¬ 
tor,  or  engineering  overhead,  is  reduced  by 
$88,827;  and  the  direct-labor  base  is  increased 
by  a  like  amount  resulting  in  a  revised  engi¬ 
neering  overhead  pool  of  $144,243  and  a  re¬ 
vised  base  of  $273,882.  Although  the  overhead 
rate  has  been  dramatically  reduced,  total  costs 
have  not  changed. 

Direct-labor  hours  are  a  commonly  accepted 
base  for  allocating  overhead  costs  when  the  em¬ 
ployees  are  interchangeable  —  a  situation  some¬ 
times  found  in  manufacturing  operations.  For 
example,  if  assembly  overhead  was  based  on 
direct-labor  hours  instead  of  direct-labor  dol¬ 
lars,  as  shown  in  Exhibit  6,  and  the  number  of 
direct- labor  hours  estimated  to  be  worked  in  as¬ 
sembly  for  the  next  year  was  5,500,000  hours, 
the  assembly  overhead  rate  would  be  $31.78 
per  direct-labor  hour.  If  the  skills  required  on 
various  contracts  within  a  manufacturing  op¬ 
eration  vary  significantly,  the  direct-labor  hour 
method  may  not  be  appropriate. 

The  use  of  machine  hours  as  the  basis  for  allo¬ 
cating  manufacturing-related  indirect  costs 
might  be  appropriate  when  machinery  is  heavily 
utilized  in  production  operations.  The  current 
manufacturing  trend  toward  the  use  of  robotics 
and  numerically  controlled  production  equip¬ 
ment  significantly  increases  the  use  of  machines 
on  the  factory  floor.  Unfortunately,  for  use  in 
allocating  overhead  costs,  machine  hours  have 
not  been  as  readily  available  as  direct-labor 
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hours  have  been  in  the  past.  However,  manage¬ 
ment  attention  is  given  to  this  area  throughout 
industry;  and  an  increasing  use  of  machine 
hours  is  becoming  an  acceptable  allocation 
base.  If  machine  hours  are  used  as  the  basis  of 
allocation  for  fabrication  overhead,  as  shown 
in  Exhibit  6,  and  38  million  machine  hours  are 
forecasted  for  the  year,  the  fabrication  overhead 
rate  is  $12.09  per  machine  hour.  Thus,  future 
increases  would  be  expected  in  the  use  of  ma¬ 
chine  hours  as  an  overhead  allocation  base, 
given  the  increased  level  of  automation  with  an 
attendant  reduction  in  direct  labor  as  a  signifi¬ 
cant  cost  of  production.  Some  companies,  par¬ 
ticularly  in  the  electronics  manufacturing  area, 
experience  this  reduction  to  such  a  degree  that 
direct  labor  now  represents  less  than  5  percent 
of  product  cost. 

Material-handling  costs  may  be  allocated  based 
on  the  physical  quantity  of  direct  materials  as 
opposed  to  the  dollar  value  of  the  material.  Also, 
more  than  one  material-handling  rate  is  often 
found,  particularly  when  high-value  materials 
or  subcontracts  require  procurement  processes 
separate  from  those  required  for  lower-priced, 
high- volume  materials.  The  average-cost  or 
units -produced  method  is  one  of  the  simplest 
methods  of  overhead  cost  allocation  as  it  merely 
distributes  the  costs  equally  to  each  unit  of  a 
product  produced  during  the  period.  However, 
if  products  vary  in  size,  weight,  and  dimensions 
or  if  they  require  different  amounts  of  material 
or  time  to  produce,  this  method  results  in  an 
inaccurate  allocation  of  overhead  costs.  For  gov¬ 
ernment  contractors,  the  method  of  allocation 
must  be  consistent  with  the  Federal  Acquisi¬ 
tion  Regulations  (FARs)  and  the  Cost  Account¬ 
ing  Standards  (CASs).  This  will  be  discussed 
further  when  specific  government  requirements 
affecting  the  allocation  of  indirect  costs  are 
addressed.  Again,  the  primary  objective,  when 
selecting  a  base,  is  to  use  the  method  that  most 
equitably  allocates  costs  to  all  work,  both  gov¬ 
ernment  and  commercial. 


Although  good  accounting  practices  promote 
consistency,  changes  still  may  be  required  af¬ 
ter  accurate  allocation  bases  are  selected.  If  the 
nature  of  an  indirect-cost  pool  or  allocation  base 
changes  substantially  due  to  circumstances  such 
as  the  introduction  of  new  products,  manufac¬ 
turing  processes,  or  organizational  structure 
changes,  the  existing  methods  of  allocating  in¬ 
direct  costs  may  require  reevaluation  and 
change. 

ALLOCATION  OF  GENERAL  AND 
ADMINISTRATIVE  EXPENSES 

Cost  allocation,  as  it  relates  to  G&A  expenses, 
accounts  for  one  of  the  major  differences  be¬ 
tween  commercial  and  government  contracting. 
In  the  commercial  world,  G&A  expenses  are 
typically  not  allocated  to  contracts;  they  are 
considered  to  be  period  expenses  that  are  writ¬ 
ten  off  to  the  cost  of  sales  each  year.  However, 
for  government  contracting  purposes,  con¬ 
tractors  would  be  unable  to  recover  their  ac¬ 
tual  total  cost,  even  on  cost-type  contracts,  if 
they  did  not  allocate  G&A  expenses  to  con¬ 
tracts.  It  is  important  to  note  that  G&A  is 
called  out  as  a  separate  line  item  on  govern¬ 
ment  cost-performance  reports  (CPRs),  which 
relate  to  specific  contracts. 

Since  G&A,  by  definition,  represents  the  ex¬ 
penses  for  the  general  management  and  ad¬ 
ministration  of  the  business  segment  as  a 
whole,  the  G&A  cost-allocation  base  should 
represent  the  total  activity  of  the  business 
segment.  If  an  expense  included  in  G&A 
does  not  relate  to  the  total  activity  of  the 
business,  then  a  question  is  raised  as  to  why 
it  should  not  be  taken  out  of  G&A  and  allo¬ 
cated  separately.  The  most  commonly  used 
base  for  allocating  G&A  is  total-cost  input. 
Total-cost  input,  a  term  seldom  used  outside 
of  the  government-contracting  world,  is  de¬ 
fined  as  all  costs  except  those  in  the  G&A  cost 
pool. 
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“Exhibit  8.  Computation  of  the  G&A  Rate” 
shows  how  the  total  G&A  eost  pool  is  deter¬ 
mined  after  a  transfer  of  IR&D/B&P  expenses 
has  been  made  to  the  G&A  eost  pool. 
IR&D/B&P  projeets  must  be  aeeounted  for  on 
the  same  basis  as  if  the  work  was  being  done 
under  eontraet.  That  is,  the  projeets  must  have 
a  fair-share  alloeation  of  all  applieable  overhead 
eosts  added  to  the  direet  eosts  of  the  projeets. 
The  total  direet  and  indireet  eosts  for  IR&D/ 
B&P  projects  are  then  added  to  the  G&A  cost 
pool.  The  G&A  rate,  thus  determined  and  based 
on  total-cost  input  as  shown  in  Exhibit  8,  would 
be  12.24  percent.  Applying  this  rate  to  “Exhibit 
9.  Contract  ‘A  Estimated  Costs,”  the  appropri¬ 
ate  allocation  of  G&A  to  the  contract  would  be 
$131,262.  The  logic  of  including  IR&D/B&P 
in  the  G&A  cost  pool  is  that  this  cost,  like  G&A 
expenses,  relates  to  the  operation  of  the  busi¬ 
ness  segment  as  a  whole.  In  other  words,  IR&D 
and  B&P  expenses  are  not  G&A  expenses  but 
are  indirect  expenses  that  must  be  allocated  on 
the  same  base  as  G&A.  Many  defense  contrac¬ 
tors  choose  to  have  a  separate  IR&D/B&P  cost 
pool.  If  so,  it  must  be  allocated  on  the  same 
basis  as  the  G&A  pool. 

Bases  often  used  for  allocation  of  G&A  ex¬ 
penses  include  total-cost  input,  value-added  cost 
input  (total-cost  input  minus  direct  materials 
and  subcontracts),  and  the  single  element  of 
direct  labor.  Although  the  cost  of  goods  sold  or 
cost-of-sales  base  is  often  used  in  some  busi¬ 
nesses  for  allocating  G&A-type  expenses,  this 
base  cannot  be  used  for  government  contrac¬ 
tors  subject  to  CAS  requirements.  There  are 
very  stringent  requirements  regarding  the  ac¬ 
counting  for  G&A  expenses  for  government 
contracting  purposes;  these  requirements  will 
be  discussed  further  when  CAS  403,  Alloca¬ 
tion  of  Home  Office  Expenses,  and  CAS  410, 
Allocation  of  General  and  Administrative  Ex¬ 
penses,  are  addressed.  Again,  the  accounting  for 
G&A  represents  one  of  the  most  controversial 
areas  in  government  contracting. 


The  term  “wrap  rate”  is  sometimes  used  by 
defense  contractors  to  indicate  the  total  cost  or 
“all-up”  rate  including  overhead  and  G&A.  Eor 
example,  assume  that  direct  labor  dollars  is  the 
allocation  base  for  engineering  overhead  and 
total  cost  input  is  the  base  for  G&A.  If  the  en¬ 
gineering  overhead  rate  is  125  percent  and  the 
G&A  rate  is  25  percent,  the  wrap  rate  or  “all- 
up”  rate  for  engineers  with  an  average  hourly 
rate  of  $25  would  be  $70.31.  Contractors  often 
track  wrap  rates  from  year  to  year  for  competi¬ 
tive  analysis  and  management-control  purposes. 
Wrap  rates  usually  do  not  include  direct  mate¬ 
rials,  subcontracts,  and  materials  handling  since 
the  content  of  these  costs  may  be  highly  vari¬ 
able  for  a  given  contract. 

Although  overhead  and  G&A  rates  of  different 
companies  are  often  compared  as  an  indicator 
of  efficiency,  any  such  comparison  is  of  ques¬ 
tionable  value.  A  high  rate  no  more  indicates 
that  indirect  costs  are  necessarily  out  of  con¬ 
trol  than  a  low  rate  indicates  efficiency.  In  fact, 
a  high  overhead  rate  could  be  the  result  of  a 
contractor  having  the  latest  and  most  efficient 
manufacturing  processes  in  the  plant  versus  a 
contractor  who  is  operating  with  antiquated 
equipment  and,  consequently,  is  using  an  ex¬ 
cessive  amount  of  direct  labor.  The  excessive 
use  of  direct  labor  could  cause  the  overhead  rate 
to  be  low  if  the  rate  was  based  on  a  direct-labor 
allocation  base.  As  previously  discussed,  an 
overhead  rate  merely  represents  the  relationship 
between  two  numbers  —  one  number  is  the  in¬ 
direct-cost  pool  and  the  other  is  the  selected  al¬ 
location  base.  Although  the  numerator  is  always 
expressed  in  dollars  of  indirect  costs,  the  type 
and  number  of  indirect-cost  pools  vary  signifi¬ 
cantly  by  contractor;  and  the  allocation  bases 
also  vary.  Eor  example,  one  contractor  may  in¬ 
clude  the  receiving  and  inspection  functions  in 
the  manufacturing  overhead  pool;  and  another 
may  include  similar  functions  in  the  materials- 
handling  pool.  The  overhead-allocation  base 
could  include  fringe  benefits  for  one  contractor 
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$  221,076 


G&A  Cost  Pool: 

G&A  Expenses  (Exhibit  4) 
IR&D/B&P  Projects: 


Engineering  Direct  Labor 

$  69,600 

Engineering  Overhead 

1 25.95% 

87,658 

Fabrication  Direct  Labor 

3,900 

Fabrication  Overhead 

210.11% 

8,194 

Tooling  Direct  Labor 

1,450 

Tooling  Overhead 

173.60% 

2,517 

ODC 

543 

Direct  Materials 

3,625 

Material  Flandling 

Total  IR&D/B&P  Costs 

Total  G&A  Expenses 

1 0.89% 

395 

G&A  Allocation  Base — Total-cost  Input: 

Total 

Less 

Cost 

IR&D/B&P 

Engineering  Direct  Labor 

$  185,055 

$  69,600 

Engineering  Overhead 

233,070 

87,658 

Fabrication  Direct  Labor 

218,597 

3,900 

Fabrication  Overhead 

459,294 

8,194 

Assembly  Direct  Labor 

104,094 

Assembly  Overhead 

174,748 

Tooling  Direct  Labor 

24,289 

1,450 

Tooling  Overhead 

42,165 

2,517 

Direct  Materials 

1,693,812 

3,625 

Material  Flandling 

184,445 

395 

ODC 

31,450 

543 

Product  “A”  Direct  Labor 

1 1 ,566 

Product  “A”  Overhead 

12,874 

Product  “B”  Direct  Labor 

23,132 

Product  “B”  Overhead 

23,966 

Off-Site  Direct  Labor 

8,674 

Off-Site  Overhead 

5,942 

Total 

G&A  Rate 

$3,437,173 

$177,882 

Exhibit  8.  Computation  of  G&A  Rate 


$  177.883 

$  398.959 


Total 

Cost  Input 

$  115,455 
145,411 
214,697 
451,099 
104,094 
174,748 
22,839 
39,648 
1,690,187 
184,050 
30,907 
1 1 ,566 
12,874 
23,132 
23,966 
8,674 
5,942 

$3.259.291 

12.24% 
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Engineering  DL$ 

$  60,000 

Engineering  OH 

125.95% 

75,568 

Fabrication 

72,000 

Fabrication  OH 

210.11% 

151,279 

Assembly  DL$ 

35,000 

Assembly  OH 

167.88% 

58,757 

Tooling  DL$ 

18,000 

Tooling  OH 

173.60% 

31,248 

Product  “A”  DL$ 

6,000 

Product  “A”  OH 

111.31% 

6,679 

Off-Site  DL$ 

2,000 

Off-Site  OH 

68.50% 

1,370 

Direct  Materials 

500,000 

Material  Handling 

1 0.89% 

54.447 

Total-cost  Input 

$  1 ,072,347 

General  &  Admin  Expenses 

12.24% 

131.262 

Total  Costs 

35  1.203.609 

Exhibit  9.  Contract  “A”  Estimated  Costs 


while  such  costs  are  included  as  overhead  for 
another. 

Contractors  differ  in  the  type  of  products  they 
produce,  ownership  of  facilities,  tooling  and 
equipment  used,  amount  of  government  fur¬ 
nished  equipment,  the  number  and  types  of 
government  programs,  company-make  versus 
buy  programs,  and  organizational  structure.  All 
of  these  differences  will  significantly  impact 
overhead  and  G&A  rates. 

Another  complicating  factor  that  makes  the 
comparison  of  overhead  rates  an  almost 
meaningless  exercise  is  that  many  companies 
follow  a  practice  of  prorating  or  directly 
distributing  certain  types  of  costs  as  direct  costs; 


other  contractors  may  consider  the  same  costs 
to  be  overhead.  For  example,  administrative  or 
indirect  labor  in  engineering  may  be  distributed 
to  jobs  based  upon  the  pure  engineering  direct- 
labor  hours  worked  by  the  supported 
engineering  organization.  This  practice  has  a 
tremendous  impact  upon  reducing  overhead 
rates.  The  numerator  is  reduced  because  indirect 
labor  is  taken  out  of  the  cost  pool;  and,  at  the 
same  time,  the  denominator  is  increased  as  the 
direct-cost  allocation  base  is  increased.  There 
is  tremendous  flexibility  in  accounting  systems 
and  in  direct  versus  indirect  classifications. 
Before  any  meaningful  analysis  of  overhead 
costs  is  undertaken,  one  must  thoroughly 
understand  each  contractor’s  accounting  and 
indirect-cost-allocation  methods. 
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5 

DEFENSE  INDUSTRY  MANAGEMENT 
OF  INDIRECT  COSTS 


INTRODUCTION 

To  understand  indirect  costs,  it  is  essential  to 
realize  that  they  are  extremely  difficult  to  con¬ 
trol.  A  great  deal  of  management  attention, 
structure,  and  a  disciplined  business  process  is 
necessary  to  effectively  control  them.  The  es¬ 
sential  elements  for  developing  all  overhead 
rates  (the  direct  allocation  base  and  the  indirect 
expenses  for  each  cost  pool)  are  developed  by 
industry  in  a  very  disciplined  manner  as  an  in¬ 
tegral  part  of  the  corporate-business  planning 
process.  This  planning  process  is  initiated  and 
controlled  by  the  top  level  of  the  corporation. 
Defense-contractor  managers  strongly  empha¬ 
size  that  a  thorough  understanding  of  the  plan¬ 
ning  process  is  essential  to  grasp  the  develop¬ 
ment  and  use  of  indirect  rates  in  industry. 
Essentially,  the  approach  sets  out  specific  quan¬ 
tified  objectives  and  then  follows  a  disciplined 
management  decision-making  process  to  derive 
rigorous  budgetary  data,  including  data  neces¬ 
sary  for  managing  indirect  costs. 

The  business  planning  process  represents  top 
management  decisions  that  focus  on  how  the 
corporation  plans  to  be  successful.  The  corpo¬ 
ration  addresses  a  broad  range  of  very  signifi¬ 
cant  issues  including: 

•  goals  and  objectives  of  the  corporation 

•  manpower  targets 

•  engineering-load  projections 

•  make-versus-buy  decisions 

•  investments  in  capital  equipment, 

•  facility  requirements. 


•  manufacturing  schedules, 

•  inventory  levels, 

•  discretionary  bid  and  proposal  (B&P)  levels, 

•  independent  research  and  development 
(IR&D)  expenditure  levels, 

•  and  financing  needs. 

To  demonstrate  the  importance  of  this  corpo¬ 
rate  planning  process,  many  top  company  man¬ 
agers  make  no  outside  commitments  during  the 
important  phases  of  business  planning.  The 
business  planning  process  results  in  the  prepa¬ 
ration  of  a  mathematical  model  of  the  total  cor¬ 
poration;  therefore,  the  specific  allocation  bases 
and  indirect  expenses  for  all  overhead  rates,  in 
effect,  “fall  out”  of  this  decision-making  pro¬ 
cess. 

The  control  system  for  managing  indirect  costs 
must  be  viewed  within  the  framework  of  the 
corporate  organizational  structure  and  must 
encompass  the  levels  of  responsibility  within 
that  structure.  Defense  contractors  use  differ¬ 
ent  terminology  to  designate  various  organiza¬ 
tional  levels  within  their  corporation.  For  ex¬ 
ample,  a  branch  or  division  could  represent  the 
top  manufacturing  organization  in  one  company 
but  a  much  lower  level  in  another  company. 
However,  there  are  three  common  organiza¬ 
tional  terms,  which  are  referred  to  as  “centers.” 
These  centers  are  used  generically  in  industry 
to  designate  responsibility  levels.  The  corpo¬ 
rate  office  is  an  “investment  center”  with  re¬ 
sponsibility  for  making  major  decisions,  such 
as  product  line  or  facility  investment.  A  major 
division  or  business  segment  of  the  corporation 
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is  a  “profit  center”  with  responsibility  for  con¬ 
trolling  price,  volume,  and  cost  for  specific 
products.  A  “cost  center”  is  the  lowest  level 
within  a  business  segment,  where  a  manager  is 
held  responsible  for  controlling  the  cost  of  spe¬ 
cific  activities. 

For  example,  a  machine  shop  may  be  a  depart¬ 
ment  within  the  fabrication  division  of  a  large 
defense  manufacturing  contractor.  The  machine 
shop  may  contain  various  groups  of  machines, 
such  as  lathes,  punch  presses,  and  milling  ma¬ 
chines.  Each  group  of  machines  has  a  separate 
cost  center  and  a  supervisor.  The  supervisor  of 
the  cost  center  is  responsible  for  minimizing 
costs  in  that  cost  center.  Typically,  a  large  de¬ 
fense  contractor  may  have  more  than  a  thou¬ 
sand  cost  centers  at  one  plant  location  within  a 
given  business  segment.  Although  costs  are 
identified  to  specific  cost  centers,  the  manage¬ 
rial  focus  on  developing  and  controlling  indi¬ 
rect  rates  is  usually  at  the  business-segment  or 
“profit-center”  level. 

The  output  of  the  business-planning  process, 
at  the  profit-center  or  business-segment  level, 
is  a  specific  set  of  managerial  documents  that 
provides  a  logical  sense  of  direction  for  the 
business  segment.  These  managerial  documents 
also  provide  a  basis  for  guiding  and  evaluating 
the  corporation’s  accomplishments.  See  “Ex¬ 
hibit  10.  Business  Planning  Process  Outputs” 
for  an  example  of  typical  managerial  control 
documents.  These  documents  are  produced 
during  the  planning  process  and  are  a  part  of 
the  operating  plan  for  a  business  segment.  The 
names  used  by  defense  contractors  for  operat¬ 
ing  plans  vary  —  profit  plans,  blue  books,  mas¬ 
ter  budgets,  management  budgets,  and  annual 
operating  plans.  The  generic  term,  “operating 
plan”  is  used  in  this  guidebook. 

The  corporation  performs  four  processes  in  a 
logical  and  disciplined  fashion  —  the  planning 
process,  the  forecasting  process,  the  budgeting 


process,  and  the  control  process.  These  pro¬ 
cesses  lead  to  managerial  control  of  indirect 
costs  through  the  development  of  the  operating 
plan. 

PLANNING 

The  first  step  in  the  planning  process,  which 
is  a  high  priority  task  for  top  management,  is 
the  development  of  the  corporation’s  strategic 
or  long-range  plan.  Strategic  planning  refers 
to  the  process  of  developing  goals  and  objec¬ 
tives  for  each  business  segment  and  the  strate¬ 
gies  to  be  used  in  attaining  them.  Strategic 
studies  are  often  made  by  the  corporate  office 
in  cooperation  with  its  business  segments.  Out¬ 
side  consultants,  who  have  certain  critical 
knowledge  of  products  and  markets,  may  be 
used  to  assist  management.  The  strategic  plan 
provides  general  directions  for  a  5-  to  10-year 
period.  In  some  corporations  the  time  span  is 
longer.  The  strategic  plan  forms  the  basis  for 
a  more  detailed  operating  plan  that  encom¬ 
passes  a  shorter  period. 

Due  to  the  lengthy  developmental  nature  and 
complexity  of  defense  products,  long-range 
planning  is  very  prevalent  in  the  aerospace/ 
defense  industry.  Sound  business  practice  re¬ 
quires  future  products  to  be  carefully  targeted 
for  investment.  Production  often  requires  the 
design  and  construction  of  new,  large  facili¬ 
ties.  Eong  lead  times  are  often  required  for  the 
development  of  raw  materials  and  components 
that  are  pushing  the  state  of  the  art.  In  addi¬ 
tion,  due  to  product  improvements  resulting 
from  engineering  modifications,  it  is  not  un¬ 
usual  for  defense  products  to  have  product  life 
cycles  of  a  decade  or  more.  Therefore,  defense 
contractors  must  carefully  select  their  prod¬ 
uct  areas  and  map  out  a  long-range  plan  to 
assure  success.  Management  must  be  continu¬ 
ally  assessing  and  evaluating  what  the  corpo¬ 
ration  is  currently  doing  in  relation  to  its  dy¬ 
namic  operating  environment.  During  this 


5-2 


MANPOWER 

PLAN 


ANNUAL  OPERATING 
PLAN 


MASTER 

DELIVERY 

SCHEDULE 


I  I  BUSINESS  BASE 

CAPITAL  INVESTMENT  SALES  FORECAST 

PLAN 


Exhibit  10.  Business  Planning  Process 


assessment,  managers  ask  the  following  im¬ 
portant  questions: 

•  What  do  we  want  to  be  in  the  21st  century? 

•  Where  are  we  now,  and  where  are  we  going? 

•  What  are  our  core  competencies? 


•  What  is  needed  in  order  to  expand  into  our 
core-relative  markets? 

•  What  future  threats  are  out  there,  and  how  do 
we  overcome  them?  What  happens  if  we  don’t? 

•  What  competitive  advantages  do  we  have  or 
need  to  develop? 
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•  What  are  reasonable  objectives  for  us  to 
achieve? 

•  What  is  in  the  way? 

Essentially,  strategic  planning  requires  research¬ 
ing  and  identifying  the  right  businesses  to  en¬ 
sure  future  growth  by  developing  and  market¬ 
ing  the  right  products. 

Long-range  planning  by  defense  contractors 
requires  an  integrated  team  comprised  of  many 
business  disciplines,  including  marketing,  en¬ 
gineering,  manufacturing,  quality,  logistics, 
human  resources,  finance,  and  research.  The 
goals,  objectives,  and  strategies  for  attaining 
them  must  be  consistent  across  all  functions  and 
provide  a  clear  sense  of  direction.  A  typical 
long-range  plan  will  contain  information  on 
predicted  sales  and  profit  trends.  This  informa¬ 
tion  includes  major  product  lines,  new  product 
lines,  new  acquisition  plans,  diversification 
plans,  planned  new  facilities,  manpower  re¬ 
quirements,  and  research  and  development 
plans.  Strategic  planning  is  a  continuous  pro¬ 
cess.  As  significant  developments  occur,  they 
are  incorporated  into  the  long-range  plan.  Many 
companies  formally  update  or  revise  the  plan 
on  an  annual  basis.  One  year  is  dropped  each 
year,  and  a  new  year  is  added.  The  result  of  the 
long-range  or  strategic  planning  process  is  the 
establishment  of  a  planning  baseline  from 
which  near-term  operating  plan  projections  are 
derived  —  essential  for  effective  management 
of  indirect  costs. 

Each  year,  prior  to  the  start  of  the  corporation’s 
annual  planning  cycle,  the  corporate  office  or 
investment  center  establishes  a  uniform  plan¬ 
ning  framework.  It  also  issues  instructions  about 
the  format  and  content  of  each  planning  docu¬ 
ment  to  be  included  in  each  of  the  business- 
segment  or  profit-center  operating  plans.  To 
achieve  corporate  objectives,  the  corporate  of¬ 
fice  or  investment  center  ensures  that  each  of 
the  business  segments  fits  into  the  overall  plan. 


Also,  to  obtain  consistent  inputs  from  all  busi¬ 
ness  segments  on  a  timely  basis,  a  calendar  of 
events  is  normally  prepared  by  the  corporate 
office.  See  “Exhibit  1 1.  Business  Planning  Pro¬ 
cess  —  Typical  Defense  Contractor”  for  a  con¬ 
ceptual  example  of  the  corporate  and 
business-segment  responsibilities.  Exhibit  11 
also  shows  the  sequential  flow  typically  found 
in  formulating  the  business-segment  operating 
plan.  Detailed  planning  for  the  next  fiscal  year, 
which  in  this  case  is  the  calendar  year,  actually 
begins  8  months  earlier  with  the  assessment  of 
current  performance  and  the  recommendation 
of  goals,  objectives,  and  strategies.  The  corpo¬ 
rate  office  issues  guidelines  to  the  various  busi¬ 
ness  segments,  and  there  is  considerable  in¬ 
volvement  in  planning.  Recommendations 
come  from  the  heads  of  the  business  segments 
and  their  key  managers. 

Industry  program  managers  are  typically  very 
involved  in  the  business-planning  process,  and 
they  are  key  suppliers  of  data  relevant  to  their 
weapons  systems  for  business-planning  pur¬ 
poses.  The  planning  process  includes  consider¬ 
able  negotiation  with  corporate  management. 
Both  corporate  and  business-segment  manage¬ 
ment  want  to  ensure  that  the  operating  plan  is 
logical  and  achievable.  It  should  also  be  chal¬ 
lenging  and  should  promote  the  maximum  uti¬ 
lization  of  corporate  resources.  Einal  approval 
of  the  plan  by  the  top  corporate  management 
occurs  before  the  start  of  the  fiscal  year.  Once 
approved,  the  details  of  the  operating  plan  be¬ 
come  the  basis  for  measurement  of  manage¬ 
ment’s  performance  against  its  objectives. 

Defense  contractors  usually  prepare  operating 
plans  for  each  business  segment  for  at  least  a 
3-  to  5-year  period.  A  typical  5-year  operating 
plan  covers  the  forecasted  sales  and  profits  pro¬ 
jected  monthly  by  the  business  segment  for  the 
first  12-month  period.  The  next  year  is  pro¬ 
jected  by  quarter,  and  the  last  3  years  are  pro¬ 
jected  by  year.  The  plan  states  goals  in  quanti- 
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Exhibit  11.  Business  Planning  Process — Typical  Defense  Contractor 
(Prior  to  Start  of  Business  Plan  Year) 


tative  terms  and  sets  specific  frames  for  accom¬ 
plishment. 

The  importance  of  the  business-planning  pro¬ 
cess  for  the  management  of  indirect  cost  can¬ 
not  be  overemphasized.  While  business-seg¬ 
ment  goals  can  sometimes  be  broad  and 
philosophical  in  nature,  business-segment  ob¬ 
jectives  are  very  specific  and  measurable.  For 
example,  goals  may  cover  such  things  as  the 
basic  mission  or  purpose  of  the  organization, 
breadth  of  the  product  line,  product  quality, 
growth  expectations,  responsibly  to  sharehold¬ 


ers,  and  social  responsibilities.  Other  goals  may 
be  to  fix,  sell,  or  close  any  business  segment 
that  is  not  first  or  second  in  their  market.  Busi¬ 
ness-segment  objectives  bring  the  goals  into 
sharper  focus  by  quantifying  the  goals,  desig¬ 
nating  responsibility,  and  establishing  specific 
time  dimensions  for  attaining  them.  Examples 
of  these  objectives  might  include: 

•  achieving  sales  of  $1  billion  in  Year  2; 

•  increasing  profit  by  $  1 8  million  in  Year  1 ; 

•  achieving  an  investment  rate  of  return  of  14 
percent  in  Year  1 ;  or 
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•  reducing  the  manufacturing-overhead  rate  by 
15  percent  by  the  end  of  the  second  quarter 
of  Year  1. 

Targeted  “affordability”  rates  for  overhead  are 
sometimes  set  by  top  management  during  the 
planning  process,  and  they  often  become  spe¬ 
cific  objectives.  While  a  strategic  plan  is  broad 
and  general  in  nature,  the  operating  plan  is  de¬ 
tailed  and  specific;  for  it  becomes  the  budget 
or  control  tool  for  managing  overhead  in  the 
near  term.  Further,  management  compensation 
is  often  tied  directly  to  business-segment  ob¬ 
jectives,  which  often  include  overhead  reduc¬ 
tion  targets.  Consequently,  the  objectives  have 
very  strong  motivating  power. 

After  basic  goals  and  objectives  are  determined, 
the  next  step  is  to  map  the  detailed,  integrated 
strategies  for  achieving  objectives.  Several  dif¬ 
ferent  types  of  strategies  are  required  for  the 
business-planning  process.  They  include  mar¬ 
keting,  manufacturing,  research  and  develop¬ 
ment,  human  resources,  and  financial  strategies. 
Each  strategy  is  highly  interrelated  with  other 
strategies;  it  is  critical  to  the  success  of  a  busi¬ 
ness  plan  that  each  strategy  be  consistent  with 
other  strategies. 

A  market  strategy  addresses  these  issues: 

•  Who  are  our  target  customers? 

•  What  products  will  we  sell  to  them? 

•  What  will  be  the  types  of  contracts  and  pric¬ 
ing  methodologies? 

•  Will  we  enter  the  foreign  military  sales  market? 

•  Will  we  participate  in  teaming  arrangements 
with  other  contractors? 

•  WiU  we  lower  price  to  increase  business  volume? 
A  production  strategy  addresses  the  following: 

•  What  process  and  technology  will  we  use  to 
design,  develop,  produce,  deliver,  and  support 
our  weapons  systems? 


•  How  will  we  meet  the  requirements  for  ma¬ 
terials,  equipment,  and  production  skills? 

•  Will  we  make  or  buy  certain  components? 

•  Will  we  make  improvements  in  our  weapons 
systems  to  increase  capabilities? 

•  Where  will  we  locate  our  facilities? 

•  What  level  of  capital  investment  will  be  nec¬ 
essary? 

•  What  are  our  “best  practices”  from  across  the 
corporation? 

Because  of  rapid,  frequent,  and  expensive 
changes  in  technology,  research  and  develop¬ 
ment  costs  are  very  significant  costs,  which 
contribute  to  high  indirect-cost  rates  in  the  de¬ 
fense  industry.  Consequently,  defense  contrac¬ 
tors  place  a  heavy  weight  on  the  research  and 
development  strategy;  and  they  must  carefully 
plan  expensive  research  and  development 
projects.  This  strategy  addresses  these  issues: 

•  What  are  the  essential  areas  that  must  be 
maintained  or  expanded  in  order  to  have  a 
competitive  edge? 

•  What  investments  in  technology  are  neces¬ 
sary  to  maintain  or  expand  the  competitive 
edge? 

•  Will  we  collaborate  with  others  through  joint 
ventures  in  order  to  share  development  costs? 

•  Will  we  purchase  certain  data  rights  to  en¬ 
able  us  to  enter  a  given  market? 

A  human-resource  strategy  addresses  the  fol¬ 
lowing  issues: 

•  Do  we  have  the  necessary  talent,  or  will  we 
need  to  recruit? 

•  How  will  we  train  the  workforce  to  be  prop¬ 
erly  certified  to  perform  new  manufacturing 
operations? 

•  How  will  we  negotiate  wage  rates  with  the 
union? 

•  How  will  we  provide  research  personnel  to 
develop  new  materials  within  the  required 
time  frame? 
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•  How  will  we  conduct  salary  and  wage  re¬ 
views? 

•  How  will  we  structure  our  fringe  benefits  for 
professional  employees  in  order  to  be  com¬ 
petitive? 

•  Will  we  need  to  lay  off  personnel;  and,  if  so, 
will  we  make  employee  severance  payments? 

A  financial  strategy  addresses  these  issues: 

•  How  will  operating  and  investment-fund  re¬ 
quirements  be  generated? 

•  Will  we  lease  or  purchase  facilities? 

•  What  will  be  our  financing  structure  —  debt 
or  equity? 

•  How  will  we  generate  a  reasonable  return  on 
our  investment? 

•  How  will  we  minimize  our  investment  in 
total  assets? 

•  How  will  entering  foreign  markets  affect 
taxes? 

•  How  are  we  going  to  contain  health-care 
costs? 

•  Will  we  have  an  employee  stock-owned  plan? 

The  development  of  a  financial  strategy  be¬ 
comes  a  highly  interactive  process  with  the  de¬ 
velopment  of  other  business-plan  strategies  be¬ 
cause  any  change  or  modification  in  other  areas 
will  necessarily  have  a  financial  impact. 

It  should  be  emphasized  that  the  development 
of  the  operating  plan  for  the  business  segment, 
“Exhibit  11.  Business  Planning  Process  — 
Typical  Defense  Contractor”  is  a  highly  itera¬ 
tive  process.  Business-segment  management 
recommends  certain  tentative  goals  and  objec¬ 
tives,  which  are  based  on  guidelines  along  with 
certain  assumptions  and  conditions  developed 
by  the  corporate  office.  After  considerable  re¬ 
view  and  analysis,  the  plan  is  satisfactory,  or  it 
is  not.  For  example,  if  forecasted  sales  do  not 
cover  estimated  production  and  operating  costs, 
sales  goals  may  be  adjusted  upward;  or  indi¬ 
rect  cost-cutting  actions  may  be  planned.  If  still 


unsatisfactory,  the  iterative  process  begins  again 
until  an  acceptable  plan  is  developed.  Each  busi¬ 
ness  segment’s  objectives  and  strategies  vary, 
but  the  operating  plan  for  each  segment  has 
specific  terms  for  the  performance  objectives 
of  the  segment.  In  addition,  it  provides  a  clear, 
overall  indication  of  how  the  objectives  will  be 
accomplished. 

Summarizing  and  integrating  all  elements  of 
corporate-  and  business-segment  planning  into 
one  document,  the  operating  plan  is  the  written 
end  product  of  the  business-planning  effort;  and 
it  has  both  internal  and  external  uses.  Internally, 
it  is  used  to  communicate  clear  performance 
expectations  to  management  and  staff.  In  addi¬ 
tion,  the  operating  plan  and  the  process  of  de¬ 
veloping  it  are  used  to  educate  and  motivate  key 
managers  in  the  corporation.  An  operating  plan 
also  has  several  uses  in  relation  to  significant 
parties  outside  the  firm.  Since  an  operating  plan 
communicates  planned  actions,  it  can  be  used 
to  assist  in  securing  funding  from  outside 
sources,  either  creditors  or  stockholders.  It  is 
important  to  note  that  the  operating  plan  con¬ 
tains  highly  proprietary  data;  and  any  decision 
to  release  it,  or  any  parts  thereof,  to  parties  out¬ 
side  the  corporation  is  a  decision  of  top  man¬ 
agement.  Management  often  limits  the  number 
of  copies  and  closely  controls  distribution.  Gov¬ 
ernment  personnel  who  have  access  to  the  data 
in  a  contractor’s  operating  plan,  such  as  fore¬ 
casted  indirect  rates,  must  be  aware  of  the  highly 
proprietary  nature  of  the  information  contained 
in  the  plan. 

FORECASTING 

There  is  probably  no  other  business  process 
performed  within  a  company  that  is  more  im¬ 
portant  to  the  control  of  indirect  costs  than  that 
of  the  forecasting  of  future  sales.  It  is  absolutely 
essential  for  a  company  to  have  an  accurate  and 
well-disciplined  process  for  estimating  sales, 
as  this  process  leads  to  the  projection  of  the  all- 
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important  business  base.  The  projection  of  the 
business  base  is  the  starting  point  in  preparing 
the  details  of  the  operating  plan,  and  it  is  the 
primary  driver  in  establishing  indirect-cost  re¬ 
quirements.  Since  indirect-cost  pools  include 
variable  and  fixed  costs,  indirect  costs  are  vari¬ 
able  to  the  business-base  projections.  Conse¬ 
quently,  an  erroneous  sales  forecast  can  cause 
a  company  to  incur  serious  indirect-cost  con¬ 
trol  problems. 

Once  the  sales  forecast  is  complete,  the  direct- 
allocation  bases  and  the  indirect  expenses  for 
each  overhead  pool  can  be  estimated.  How¬ 
ever,  a  reasonable  attempt  cannot  be  made 
to  estimate  indirect  expenses  in  each  pool 
until  a  solid  estimate  is  made  of  the  business 
base.  Usually,  detailed  indirect-pool  expenses 
are  not  estimated  until  approximately  a  month 
after  the  sales-forecasting  process  is  com¬ 
plete. 

In  order  to  understand  indirect-cost  manage¬ 
ment  in  the  defense  industry,  how  defense  con¬ 
tractors  establish  the  sales  forecast  must  be 
understood.  The  sales  forecast  is  the  total  sales 
dollar  volume,  which  includes  both  commer¬ 
cial  and  government  sales.  Arriving  at  a  sales 
forecast  is  a  difficult  task,  typically  involving 
inputs  from  hundreds  of  people  in  a  large  com¬ 
pany.  The  process  is  similar  to  a  large  pro¬ 
posal  effort  and  requires  very  close  coordina¬ 
tion  and  control.  A  “bottoms-up”  approach  is 
often  necessary  due  to  the  highly  varied  na¬ 
ture  of  the  products  and  services  marketed. 
The  sales-forecasting  process  is  usually  man¬ 
aged  by  the  vice  president  of  marketing  or  the 
vice  president  of  finance,  with  guidance  pro¬ 
vided  by  top  management.  Industry  program 
managers  routinely  provide  certain  baseline 
information  relating  to  their  programs,  such 
as  estimates  at  completion,  head-count  fore¬ 
casts,  and  time-phased  expenditure  plans.  This 
information  is  valuable  for  use  in  developing 
sales  forecasts. 


The  sales  forecast,  formulated  through  the  se¬ 
quential  analysis  of  data,  indicates  the  expected 
performance  in  the  following  areas:  economy, 
industry,  corporation,  business-segment,  prod¬ 
uct  line,  individual  products,  and  contracts.  Sev¬ 
eral  mathematical  techniques  are  often  used  in 
estimating  sales.  These  techniques  include  trend 
extrapolation,  simple  and  multiple  regression, 
and  expected- value  analysis.  Due  to  the  vola¬ 
tile  nature  of  the  defense  business,  management 
judgment  plays  a  very  significant  role  in  esti¬ 
mating  sales  for  defense  contractors.  Since  his¬ 
torical  weapons-systems  data  is  often  not  rep¬ 
resentative  of  the  future,  mathematical 
forecasting  techniques  are  not  as  widely  used 
as  in  a  large  commercial  marketplace.  Conse¬ 
quently,  a  bottoms-up  approach,  with  a  heavy 
emphasis  on  the  judgment  of  certain  key  man¬ 
agers,  is  predominantly  used  in  the  defense  busi¬ 
ness  for  forecasting  sales.  At  the  present  time 
defense  contractors  have  exceptionally  difficult 
problems  in  forecasting  future  sales  because 
there  are  so  many  unknowns  in  the  current 
downsizing  environment.  Even  though  contrac¬ 
tors  deal  with  many  program  offices,  in  effect 
the  U.  S.  Government  is  the  defense  contractor’s 
sole  customer.  Consequently,  political  consid¬ 
erations  often  play  a  major  role  regardless  of 
the  general  economic  and  industry  forecasts, 
e.g.,  current  debates  on  missile  defense  and 
submarines. 

Using  a  bottoms-up  approach,  defense  contrac¬ 
tors  typically  develop  their  sales  forecast 
through  an  analysis  of  their  backlog  along  with 
projections  based  on  managerial  experience  and 
judgment.  For  contractors  engaged  primarily  in 
large-scale  manufacturing,  the  buildup  of  the 
master  production  schedule  is  essential  because 
the  key  ingredients  for  the  sales  forecast  are  the 
number  of  items  to  be  delivered  and  when  they 
are  to  be  delivered. 

One  method  used  in  near-term  projections  is  to 
stratify  the  estimate  into  firm,  near-firm,  antici- 
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pated,  and  potential  business.  Firm  business 
eonsists  of  eommereial  eontraets  or  purehase 
orders  and  government  eontraets  that  have  been 
funded  and  eommitted  to  planned  produetion. 
Firm  business  orders  are  referred  to  as  “baek- 
log.”  Near-firm  sales  volume,  under  normal 
eonditions,  ean  be  expeeted  to  eome  to  the  eom- 
pany;  but  this  volume  is  subjeet  to  further  ae- 
tion  by  the  eustomer.  Examples  of  near-term 
business  inelude  prieed  government  options  and 
eommereial  options  in  existing  eontraets,  eon¬ 
traets  negotiated  but  not  signed,  and  any  pur¬ 
ehase  orders  subjeet  to  eontingeneies.  The  sales 
foreeast  also  ineludes  eertain  antieipated  busi¬ 
ness  that  the  eompany  expeets  to  perform  based 
on  prior  history.  An  example  is  follow-on  spare 
parts  for  supporting  military  produets  where  the 
total  requirements  of  speeifie  programs  or  prod- 
uets  have  not  yet  been  defined.  Most  eommer- 
eial  produets  fall  into  this  eategory,  as  they  usu¬ 
ally  have  a  history  of  large  eontinuous  sales. 
Identified  new  business  ineludes  sales  that  may 
be  expeeted  to  result  from  outstanding  B&P. 
Many  eompanies  use  historieal  statisties  to  de¬ 
termine  the  pereentages  of  “wins”  that  will 
probably  oeeur  against  a  known  number  of  pro¬ 
posals  being  submitted. 

When  foreeasting  sales  on  very  large  programs, 
some  eompanies  use  a  diseounting  eoneept  on 
antieipated  future  eontraet  values  based  upon 
“go”  and  “win”  faetors.  A  probability  of  “go” 
is  assigned  after  identifying  key  issues  of  a  po- 
litieal  or  funding  nature  that  affeet  the  sueeess 
of  the  program.  In  assigning  probabilities,  man¬ 
agement  eonsiders  faetors  ineluding  budget 
trends,  national  need,  eongressional  support, 
and  user  aeeeptanee.  A  probability  of  “win”  is 
assigned  based  on  faetors  sueh  as  the  eompany ’s 
strengths  and  advantages  relative  to  its  eompeti- 
tors,  teehnieal  eapability,  priee  eompetitiveness, 
and  experienee.  The  resultant  sales  foreeast  for 
sueh  large  programs  will  be  extremely  impor¬ 
tant  in  establishing  overhead  rates  for  future 
years. 


The  sales  foreeast  is  refined  through  a  series 
of  senior  management  reviews.  Sinee  the  ae- 
euraey  of  management  judgment  is  so  eritieal 
to  sales  foreeasting  and  a  tremendous  amount 
of  detailed  planning  is  dependent  upon  the 
sales  foreeast,  management  must  thoroughly 
test  the  aeeuraey  of  the  foreeast  against  meet¬ 
ing  assigned  objeetives.  While  a  large  number 
of  people  are  involved  in  the  sales  foreeast,  a 
very  small  number  of  top  management  people 
are  involved  in  aetually  determining  the  final 
number  that  will  represent  foreeasted  sales  vol¬ 
ume. 

With  experienee,  top  management  learns  how 
to  modify  the  sales  foreeasts  of  lower-level 
managers.  If  some  program  or  division  manag¬ 
ers  are  always  overly  optimistie  in  their  fore¬ 
easts,  this  should  be  taken  into  aeeount  when 
preparing  the  business-segment  sales  foreeast; 
the  opposite  type  of  adjustment  is  made  for  in¬ 
puts  from  more  eonservative  individuals.  Due 
to  the  erueial  importanee  of  the  sales  foreeast 
and  uneertainty  in  foreeasting,  top  management 
will  often  use  outside  eonsultants  to  provide  an 
independent  assessment  of  eertain  foreeasts, 
partieularly  on  large,  eostly  developmental  pro¬ 
grams.  Onee  the  sales  foreeast  is  eomplete  (pri¬ 
marily  through  the  use  of  historieal  statistieal 
data  and  engineering  estimates),  the  translation 
of  the  sales  volume  into  direet-eost  alloeation 
bases  for  eomputing  overhead  rates  is  aeeom- 
plished. 

During  the  year,  sales  foreeasts  are  eontinuously 
assessed  for  the  impaet  of  ehanges  to  the  busi¬ 
ness  base  or  indireet-expense  foreeasts.  Aetual 
results  are  usually  eompared  to  the  sales  fore¬ 
easts  on  a  monthly  basis.  Thus,  monthly  or  quar¬ 
terly  sales-foreeast  revisions  eommonly  are 
made  in  eonjunetion  with  quarterly  eorporate 
reviews.  This  provides  management  with  the 
latest  projeetions  of  eurrent  business  volume 
and  strengthens  the  planning  and  eontrolling  of 
indireet  eosts. 
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It  should  be  emphasized  that  sales  forecasting 
information  is  highly  sensitive,  private  data  that 
could  be  very  damaging  if  obtained  by  some¬ 
one  outside  of  the  company.  Typically,  infor¬ 
mation  is  closely  controlled  by  the  company 
and  is  given  out  to  a  very  limited  number  of 
personnel  who  have  an  absolute  “need  to  know.” 
Government  personnel  with  access  to  sales  fore¬ 
casting  data  must  ensure  that  it  is  closely  pro¬ 
tected. 

BUDGETING 

The  detailed  indirect-cost-budgeting  process 
commences  when  the  sales  forecasting  process 
has  been  completed  and  tentatively  approved. 
Key  to  the  development  of  reliable  indirect  rates 
is  the  establishment  within  the  company  of  a 
rigorous  budgetary  control  system  with  maxi¬ 
mum  participation  by  company  managers.  Gen¬ 
erally,  the  responsibility  of  forecasting  overhead 
expenses  resides  with  a  designated  overhead- 
pool  manager  with  lower-tier  expense  budgets 
developed  at  the  functional-manager  level. 
Commitments  are  then  made  to  the  overhead- 
pool  manager  to  manage  within  the  budgeted 
amounts.  This  process  ensures  ownership  of  the 
overhead  budget  at  the  lowest  level  of  the  orga¬ 
nization. 

Typically,  overhead-pool  managers  are  mem¬ 
bers  of  upper  management.  They  are  often  at 
a  vice-presidential  level  and  are  responsible 
to  the  president  of  the  business  segment  for 
the  control  of  overhead  rates  (i.e.,  the  vice 
president  of  engineering  is  responsible  for  en¬ 
gineering  overhead,  the  vice  president  of  op¬ 
erations  is  responsible  for  assembly  overhead, 
etc.).  Generally,  the  president  is  responsible 
for  general  and  administrative  (G&A)  ex¬ 
penses.  Also,  due  to  the  large  dollar  amounts 
and  discretionary  nature  of  the  expenses,  the 
president  is  often  responsible  for  IR&D  and 
bid  and  proposal  expenses. 


At  the  outset,  top  management  occasionally 
furnishes  “overhead  target”  rates  with  business- 
base  projections.  These  target  rates  must  be 
competitive  with  others  in  the  marketplace.  This 
technique  is  called  a  “top  down”  management 
approach.  Subsequently,  by  implementing  the 
company’s  budgetary  process  using  a  “bottoms- 
up”  approach,  detailed  overhead  budgets  are  es¬ 
tablished  within  each  pool  at  the  lowest  orga¬ 
nizational  level.  The  detailed  budgets,  when 
finalized  at  the  functional  and  manager  levels 
in  each  overhead  pool,  constitute  the  primary 
control  mechanism  of  the  overhead  process. 

Budget  planning  and  control  systems  vary 
among  companies  and  among  business  seg¬ 
ments  within  a  company.  Hence,  the  systems 
are  broadly  addressed  so  they  will  be  applicable 
regardless  of  the  differences  among  organiza¬ 
tional  structures  and  accounting  systems  of 
companies.  The  process  used  by  defense  con¬ 
tractors  to  establish  detailed  organizational 
overhead  budgets  typically  comprises  five  sepa¬ 
rate  phases:  the  budget  call,  budget  submission 
from  organizational  units,  a  negotiation  phase, 
a  senior  management  review  phase,  and  the 
performance-measurement  phase. 

The  top  official  in  the  financial  function,  who 
is  ordinarily  the  vice  president  for  finance,  usu¬ 
ally  will  have  responsibility  for  coordinating 
various  budget  efforts.  Within  the  financial  func¬ 
tion,  it  is  customarily  the  responsibility  of  a 
budget-control  group  to  generate  budget  pro¬ 
posals  and  coordinate  the  process  for  the  de¬ 
velopment  of  overhead  budgets  for  each  orga¬ 
nizational  element.  But  the  budgetary  process 
constitutes  a  general  management  decision¬ 
making  process  and  is  not  solely  a  financial 
function. 

The  annual  budgeting  process  usually  begins 
with  a  meeting  held  by  the  budget-control 
group,  and  it  is  attended  by  a  representative  from 
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each  department.  At  that  time,  departments  are 
presented  an  overview  of  the  budget  process  and 
its  relationship  to  other  business  segments  and 
corporate  plans.  Each  department  is  given  a 
budget  package  to  help  it  develop  a  budget  re¬ 
quest.  Typically,  the  information  in  the  pack¬ 
age  includes  a  detailed  schedule  of  the  budget 
process  and  the  estimating  parameters  to  be 
followed.  These  parameters  include: 

•  sales  forecasts, 

•  business-base  forecasts, 

•  labor  rates, 

•  annual  merit- increase  percentages, 

•  fringe -benefit  rates  for  hourly  and  salaried 
employees, 

•  year-to-date  actual  overhead  expenses  by  ac¬ 
count, 

•  year-to-date  head  count, 

•  direct-employee  versus  indirect-employee  tar¬ 
gets,  and 

•  company-unique  pro  forma  budget-input 
sheets  to  be  used. 

Each  departmental  manager  is  tasked  to  pre¬ 
pare  a  proposal  of  its  annual  budget  needs. 

In  effect,  subordinate  managers  estimate  and 
request  the  resources  required  to  support  the 
forecasted  level  of  sales.  Budgets  are  prepared 
for  every  unit  of  authority  down  to  the  lowest 
level  of  budgetary  accountability,  commonly  at 
the  department  level.  Again,  this  level  of  au¬ 
thority  can  vary  by  company.  Until  approved 
by  top  management,  budgets  are  considered  to 
be  only  requests. 

It  should  be  noted  that  the  control  of  indirect 
cost  is  usually  the  responsibility  of  the 
organizational-unit  manager  for  whom  the  cost 
is  budgeted.  Such  allocated  indirect  costs  as  de¬ 
preciation,  taxes,  insurance,  and  fringe  benefits, 
rarely  can  be  controlled  by  an  operating  depart¬ 
ment;  hence,  they  are  usually  not  held  respon¬ 


sible  for  the  budgets  allocated  to  their  depart¬ 
ment.  So  the  assignment  of  cost  responsibility 
may  not  always  agree  with  cost  allocations.  Eor 
example,  the  cost  responsibility  (industrial  en¬ 
gineering,  data  processing,  print  shop,  etc.)  of 
service  departments  is  the  responsibility  of  the 
department  heads. 

Budgeting  for  those  service  costs  that  the  oper¬ 
ating  departments  can  control,  e.g.,  volume  of 
data  processing  services  used,  is  the  responsi¬ 
bility  of  the  operating  department  managers. 
But  they  are  not  responsible  for  the  amount  of 
indirect  materials  used  by  the  service  depart¬ 
ments.  As  an  additional  example,  the  indirect- 
labor  cost  of  the  payroll  department  is  control¬ 
lable  by  the  supervisor  of  that  department.  This 
cost  is  commonly  considered  to  be  a  noncon- 
trollable  cost  in  the  case  of  the  factory  supervi¬ 
sor,  who  is  charged  with  a  prorated  amount  of 
the  payroll  department’s  costs. 

Indirect  expense  or  overhead  forecasts  are  made 
by  responsible  managers  or  their  staff.  They  use 
various  estimating  techniques,  such  as  projec¬ 
tions  from  actual  experience,  trend  analysis, 
comparative  analysis,  manpower  factors, 
change  analysis,  “grass  roots”  buildup  using 
analysis  of  required  tasks,  and  base  variability 
analysis.  Of  primary  importance  in  forecasting 
indirect  expenses  is  an  analysis  of  indirect  la¬ 
bor.  An  evaluation  of  the  necessity  for  each  in¬ 
direct  employee  through  an  analysis  of  the  tasks 
to  be  performed  should  come  before  any  evalu¬ 
ation  of  the  cost  to  perform  the  function. 

Each  organizational  manager  prepares  and 
documents  estimates  of  all  indirect  expenses. 
These  documents  have  details  necessary  to  sup¬ 
port  a  reasonable  and  complete  forecast  of  over¬ 
head  by  month,  year,  and  major  indirect-cost 
element.  Since  the  subordinate  managers  were 
very  involved  in  the  decision-making  process, 
the  “bottoms-up”  overhead  forecasting  process 
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results  in  a  strong  commitment  to  achieve  the 
budget  and  a  willingness  to  accept  the  results. 

Overhead-pool  managers,  with  the  assistance 
of  their  staff,  are  responsible  for  assessing  the 
reasonableness  of  the  overhead  estimates  re¬ 
quested  by  the  various  organizational  manag¬ 
ers  who  are  inputting  indirect  cost  into  their 
overhead  pool.  An  assessment  is  made  by 
overhead-pool  managers  to  understand  cus¬ 
tomer  requirements,  significant  cost  drivers, 
optional  resource  assignments,  and  optimal  re¬ 
source  use.  The  assessments  made  by 
overhead-pool  managers  enable  them  to  exer¬ 
cise  the  necessary  control  of  costs  and  to  have 
every  opportunity  to  achieve  or  out  perform 
budget  targets.  Their  assessment  will  also  iden¬ 
tify  management  reserves  and  challenges. 

Typically,  once  all  budget  requests  are  received 
by  the  budget  group  in  the  finance  function,  a 
company  overhead  distribution  system  is  con¬ 
ducted  to  “roll  up”  the  proposed  budgets  and  to 
develop  preliminary  budgeted-overhead  rates. 
The  budget  group  then  makes  an  independent 
assessment  of  the  budgetary  estimates.  Concur¬ 
rent  with  the  organizational  estimating  process, 
the  budget  group  has  usually  developed  its  own 
overhead  projections  using  various  statistical 
data.  The  purpose  of  these  independent  esti¬ 
mates  is  to  challenge  the  soundness  of  the  vari¬ 
ous  budgetary  requests.  It  ensures  consistency 
with  other  planning  and  forecasting  assump¬ 
tions  and  conditions  and  ensures  linkage  with 
other  key  plans,  such  as  the  sales  forecasts, 
manpower  plan,  and  capital  plan.  Some  con¬ 
tractors  have  found  the  use  of  budget  review 
committees  very  useful  in  strengthening  the 
budgetary  process.  In  effect,  subordinate  man¬ 
agers  are  required  to  present  and  justify  their 
budgetary  requests  to  a  committee  comprised 
of  senior  company  managers. 

As  a  result  of  independent  reviews  and  chal¬ 
lenges,  negotiation  with  managers  is  conducted. 


Changes  are  made  when  appropriate,  and  rec¬ 
ommendations  are  made  to  senior  management 
for  acceptance  of  the  forecasted  indirect  rates 
to  be  used  by  the  company.  If  differences  can¬ 
not  be  resolved  through  the  internal  negotiat¬ 
ing  process,  the  matters  are  referred  to  top  man¬ 
agement  for  a  decision.  If  the  budgetary  process 
works  as  intended,  the  recommendations  to  top 
management  represent  a  joint  effort  of  the  op¬ 
erating  organizations  and  the  financial  function. 

Top  management  reviews  the  recommended 
indirect  rates  to  ensure  affordability  and  to  ob¬ 
tain  a  definite  commitment  from  overhead-pool 
managers.  Management  wants  to  ensure  that  the 
forecasted  rates  are  competitive.  They  also  must 
reflect  maximum  cost-containment  measures 
and  include  significant  challenges  for  each  func¬ 
tional  area.  The  next  step  is  the  most  impor¬ 
tant:  If  management  is  not  satisfied  that  the  rates 
are  competitive,  the  forecasted  rates  are  not 
approved;  and  subordinate  managers  are  di¬ 
rected  to  cut  overhead  costs.  Thus  the  process 
starts  over  again.  In  some  cases,  management 
places  upper  limits  on  the  rates  to  ensure  com¬ 
petitiveness.  To  achieve  reduced  rates,  each 
functional  area  must  find  new,  different,  and 
more  efficient  ways  to  perform  its  tasks.  Con¬ 
sequently,  more  often  than  not,  the  budgetary 
process  for  establishing  overhead  rates  consti¬ 
tutes  both  a  bottoms-up  and  a  top-down  ap¬ 
proach. 

After  approval  by  top  management  and  inclu¬ 
sion  in  the  business-segment  operating  plan,  the 
estimated-business  base  and  indirect  expenses 
become  the  basis  for  overhead-budget  alloca¬ 
tions  to  the  operating  organizations.  The  bud¬ 
get  allocations  are  flowed  throughout  the  com¬ 
pany  to  the  lowest  level  of  managerial  control 
desired  by  the  overhead-pool  manager. 
Overhead-pool  managers  may  establish  a  re¬ 
serve  to  ensure  that  results  are  achieved  within 
the  budget.  Such  a  technique  is  sometimes  referred 
to  as  “motivational  budgeting”  —  management 
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sets  very  tight  overhead  budgets  to  motivate 
better  performance  and  encourage  cost  reduc¬ 
tions. 

The  detailed  allocated  budget  becomes  the  pri¬ 
mary  control  mechanism  in  the  overhead  pro¬ 
cess  as  it,  in  effect,  constitutes  the  delegated 
authority  to  incur  overhead  expenses.  Budgets 
are  time-phased  by  month  and  broken  down  by 
specific  indirect-cost  accounts  for  each  depart¬ 
ment.  By  planning  at  this  level  of  detail,  each 
manager  has  a  tool  to  measure  and  control  as¬ 
signed  responsibilities.  Overhead  rates  are  sub¬ 
sequently  monitored  continuously  and  revisions 
may  be  made  at  any  time  that  a  significant 
change  occurs  in  either  the  forecasted-business 
base  or  in  forecasted  indirect  expenses.  This 
topic  is  discussed  later. 

The  indirect-cost  data  developed  in  the  budget¬ 
ary  process  is  highly  proprietary  data  and  usu¬ 
ally  is  distributed  only  to  executives  and  top- 
level  managers.  Lower-level  managers  usually 
receive  only  budgetary  data  for  which  they  are 
responsible.  However,  this  data  may  be  shared 
with  government  customers  for  their  evaluation 
of  indirect  rates  used  for  government¬ 
contracting  purposes.  Government  involvement 
in  estimating  indirect  rates  is  addressed  later 
under  the  subject  of  forward-pricing  rates, 
where  a  large  number  of  government  rules  come 
into  play. 

CONTROL 

Once  actual  work  begins,  the  business  enters  a 
new  phase:  the  budget  becomes  the  tool  for 
controlling  indirect  costs.  So  the  management 
of  indirect  cost  requires  the  contractor  to  plan 
in  advance  what  the  costs  should  be.  The  con¬ 
tractor  must  hold  actual  costs  in  line  with  the 
plan  or  justify  any  differences.  This  control 
requires  discipline,  and  management  must  es¬ 
tablish  a  highly  disciplined  cost-control  envi¬ 
ronment.  People,  not  reports,  control  indirect 


costs.  Typically,  any  specific  indirect  cost  re¬ 
quires  the  advance  approval  of  a  responsible 
manager  or  supervisor.  When  the  budget  limit 
is  reached,  no  further  costs  may  be  incurred 
unless  a  higher  level  of  management  authorizes 
it.  Most  large  companies  set  up  a  detailed  sig¬ 
nature-authorization  matrix  system  to  ensure 
that  all  indirect  expenses  are  approved  by  the 
appropriate  level  of  management  before  the  ex¬ 
penses  are  incurred.  The  financial  function,  usu¬ 
ally  on  a  routine  basis,  verifies  the  appropriate¬ 
ness  of  approval  levels  and  authenticity  of 
signatures. 

The  company’s  management-control  system 
should  provide  a  tracking  capability  for  com¬ 
parison  of  actual  performance  with  forecasts 
and  interpretation  of  variances  by  responsible 
managers.  It  also  proves  a  system  that  will 
readily  communicate  performance  data  to  ap¬ 
propriate  management  levels.  Given  the  large 
number  of  indirect  costs  in  a  variety  of  over¬ 
head  pools  with  many  managers  authorizing 
overhead  costs  for  their  respective  organiza¬ 
tions,  it  is  critical  that  common,  standardized 
reporting  systems  be  administered  to  ensure  the 
consistency  and  integrity  of  the  total  reporting 
system.  Significant  data  relationships  must  be 
maintained  in  order  to  have  organizational  “roll¬ 
ups”  to  higher  levels  of  management.  Also,  it 
is  essential  that  indirect-cost-control  reports  be 
submitted  promptly  because  they  are  of  little 
value  if  received  too  late  for  corrective  action. 

Although  overhead-pool  managers  are  respon¬ 
sible  for  indirect-cost  performance,  the  report¬ 
ing  of  actual  indirect  costs  occurs  at  all  lower 
levels  of  the  business  segment  or  wherever  bud¬ 
get  accountability  is  assigned.  In  effect,  each 
organizational  manager  is  responsible  for  the 
expenditure  of  resources  to  accomplish  assigned 
overhead  tasks  and  to  ensure  that  the  assigned 
tasks  are  accomplished  within  specified  and  au¬ 
thorized  spending  limits.  Management  and  con¬ 
trol  of  costs  within  those  limits  are  supported 
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by  frequent  and  timely  reporting  of  indirect 
costs  as  they  are  incurred.  These  reports  are  then 
compared  to  targets  that  have  been  established 
for  that  reporting  period.  This  reporting  enables 
managers  to  measure  performance,  to  make  the 
necessary  mid-course  corrections,  and  to  adjust 
future  spending  to  offset  any  adverse  trends  or 
unanticipated  overruns.  Consequently,  reports 
must  be  in  sufficient  detail  to  reach  the  lowest 
level  of  indirect-cost  responsibility.  Thus,  per¬ 
formance  reporting  provides  overhead-pool 
managers,  organizational  managers,  and  top 
management  with  timely  visibility  on  progress 
toward  committed  targets.  Reports  to  the  upper 
levels  can  eliminate  some  of  the  detail  that  is 
necessary  for  supervisors,  but  the  reports  must 
be  detailed  enough  to  determine  which  organi¬ 
zational  unit  had  variances. 

Indirect  costs  are  usually  reported  monthly, 
except  for  certain  overhead  costs,  such  as 
IR&D  and  bid  and  proposal  expenses,  which 
are  often  reported  weekly.  These  two  large  costs 
are  “burned  up”  quickly  if  they  are  not  con¬ 
trolled  in  a  highly  disciplined  manner.  Indirect- 
cost  reporting  is  usually  done  on  both  a  current- 
month  and  year-to-date  basis,  with  an 
assessment  of  any  “at-completion”  impacts. 
Pool  managers  and  responsible  organizational 
managers  usually  hold  monthly  indirect-cost- 
management  meetings.  Often,  monthly  man¬ 
agement  councils  or  committees  are  formed 
solely  to  review  indirect  costs  each  month.  Usu¬ 
ally,  at  a  minimum,  indirect-cost  reviews  are 
held  with  members  of  top  corporate  manage¬ 
ment  on  a  quarterly  basis  to  review  the  status 
of  indirect  costs. 

The  specific  format  for  indirect-cost  control  re¬ 
ports  is  different  for  each  contractor,  based  on 
the  perception  of  information  necessary  to  un¬ 
derstand  progress  made  toward  achieving  estab¬ 
lished  overhead-rate  commitment  and  budget 
targets.  But  generally,  contractors  provide  man¬ 
agers  with  three  primary  reports  that  show,  on  a 


monthly  and  year-to-date  basis,  a  comparison  of 
the  planned  and  actual  overhead  rates,  overhead 
expenses,  and  direct- allocation  bases.  “Exhibit 
12.  Rigorous  Monthly  Overhead  Variance  Analy¬ 
sis”  gives  an  example  of  the  type  of  information 
that  would  be  shown  on  a  typical  overhead  re¬ 
port.  This  data  is  often  shown  graphically  for 
management  presentation  purposes. 

The  chart  is  shown  at  the  overhead-pool  level. 
This  same  comparison  information  is  reported 
to  each  lower-level  organizational  manager 
within  the  overhead  pool,  with  each  of  the  hun¬ 
dreds  of  separate  indirect  expenses  separately 
identified.  Individual  cost-center  managers  are 
then  called  upon  to  justify  variances  from 
planned  costs.  In  addition  to  the  reporting  of 
specific  overhead  expenses,  the  reporting  of  the 
direct-cost,  allocation-base  data  is  essential  to 
monitor  overhead-rate  performance.  Although 
overhead-pool  and  organizational  managers 
have  control  of  specific  overhead  expenses  in¬ 
curred  in  their  organizations,  they  do  not  nec¬ 
essarily  control  the  base  over  which  their  over¬ 
head  costs  are  absorbed.  For  example,  the  head 
of  the  engineering  calibration  department  may 
control  the  level  of  indirect  employees  in  the 
department,  but  the  head  of  the  engineering  test 
department  may  control  the  number  of  pieces 
of  equipment  requiring  calibration  as  well  as 
the  timing  and  availability  of  equipment.  This 
split  in  responsibility  can  lead  to  loss  of  con¬ 
trol  and  enormous  “people  problems”  unless 
management  follows  a  tough  cost-control  phi¬ 
losophy.  Quick  management  action  may  be  re¬ 
quired  to  adjust  spending  levels  to  respond  to 
changes  in  the  allocation  base,  which  can  sig¬ 
nificantly  affect  the  overhead  rate. 

Usually  the  computerized  indirect-cost-control 
system  is  processed  monthly;  but  indirect  la¬ 
bor  in  each  overhead  pool  is  typically  so  sig¬ 
nificant  that  head-count  information  may  be 
looked  at  weekly,  or  even  daily,  on  a  “by  name” 
basis.  The  importance  of  closely  monitoring 
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indirect  head  count  cannot  be  overemphasized 
in  controlling  overhead  costs. 

VARIANCE  ANALYSIS 

Once  the  work  is  well  under  way,  organizational 
managers  have  a  continuing  responsibility  to 
provide  the  overhead-pool  manager  a  justifica¬ 
tion  of  the  variances  of  actual  performance  from 
budget  targets.  An  essential  component  of  the 
overhead-control  process  is  a  variance  analysis 
of  numerous  cost  drivers  and  cost  elements 
when  performance  reporting  reflects  out-of¬ 
tolerance  conditions.  Variance  analysis  provides 
a  more  in-depth  understanding  of  differences 
between  planned  and  actual  performance  and 
enables  management  to  better  forecast  future 
performance.  These  assessments  also  enable 
management  to  direct  corrective  action  plans 
that  compensate  for  past  or  future  adverse  per¬ 
formance  to  budget  targets. 

The  total  variance  in  overhead  costs  for  a  month 
has  several  variances  —  some  favorable,  some 
unfavorable.  Variances  are  termed  favorable 
when  actual  costs  are  less  than  budgeted  costs; 
they  are  unfavorable  when  actual  costs  are 
greater  than  budgeted  costs.  Managers  analyze 
significant  variances  to  determine  the  cause  and 
to  take  appropriate  corrective  action.  The  crite¬ 
ria  for  “significant  variances”  varies  by  com¬ 
pany.  A  rather  common  criteria  at  the  overhead- 
pool  level  seems  to  be  a  cumulative  dollar 
variance  for  each  overhead  expense  account  of 
more  than  $100  thousand  or  more  than  5  per¬ 
cent  of  the  budgeted  amount.  Written  explana¬ 
tions  are  usually  required  by  management  to 
explain  these  significant  variances. 

Variance  analysis  probes  the  reasons  behind 
differences  between  performance  targets  or 
spending  plans  and  the  true  incurrence  of  cost. 
Many  reasons  exist  for  these  variances,  such  as 
changes  in  activity  scheduled,  resources  re¬ 
quired  to  accomplish  the  original  plan,  and  re¬ 


source  costs  (labor  rates,  travel  costs,  material 
costs,  etc.)  versus  planned  resource  costs.  An 
analysis  of  an  unfavorable  variance  in  indirect 
engineering  labor  worked,  for  example,  may 
show  that  the  variance  was  caused  by  a  combi¬ 
nation  of  overtime  worked  at  premium  pay,  a 
larger  number  of  on-board  workers  than 
planned,  and  the  use  of  workers  in  a  higher  la¬ 
bor  category  than  planned. 

An  unfavorable  variance  in  indirect  materials 
in  the  assembly  area  may  be  analyzed  to  show 
the  cause  of  the  variance.  It  may  be  due  to  the 
use  of  excessive  quantities  of  material  by  new 
employees,  the  purchase  of  inferior  material, 
or  the  purchase  of  material  priced  above  the 
budgeted  amount.  This  information  must  be 
communicated  quickly,  and  a  continuous  follow¬ 
up  must  be  undertaken  before  the  unfavorable 
trends  or  tendencies  develop  into  large  losses. 
If  overhead-rate  variances  are  very  significant, 
the  overhead-pool  budget  may  require  revision. 
Quite  often,  this  will  be  the  case  when  the  com¬ 
pany  experiences  a  major  fluctuation  in  the  fore¬ 
casted  business  base. 

RATIO  ANALYSIS 

Defense  contractors  typically  use  numerous 
ratios  as  managerial  tools  in  analyzing  and  con¬ 
trolling  overhead  costs.  Such  ratios  are  math¬ 
ematical  relationships  of  indirect-  or  overhead- 
type  costs  that  can  logically  be  related  to 
direct-cost  drivers  or  total  costs.  For  example, 
a  manager  may  know,  based  on  experience  in  a 
particular  manufacturing  operation,  that  the 
“utilization  ratio”  for  direct-labor  employees 
should  be  approximately  78  percent  of  total  la¬ 
bor  for  both  direct  and  indirect.  In  other  words, 
the  employee  (in  a  direct-labor  capacity  on  the 
production  floor)  is  expected  to  work  directly 
on  jobs  78  percent  of  the  time.  The  employee  is 
also  expected  to  perform  various  indirect  or 
overhead  functions  (not  directly  traced  to  spe¬ 
cific  jobs  or  contracts)  22  percent  of  the  time. 
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Such  indirect  or  overhead-labor  charges  could 
include  training;  union  activities;  idle  time; 
medical  exams;  and  various  leave  charges  due 
to  sickness,  vacation,  military  obligations,  and 
jury  duty. 

In  many  cases,  the  corporate  office  looks  at 
various  ratios  as  control  tools  and  uses  them  to 
set  targets  for  overhead-management  purposes. 
For  example,  a  corporate  objective  for  the  busi¬ 
ness  segment  may  be  to  improve  the  utilization 
ratio  of  direct  labor  from  78  percent  to  82  per¬ 
cent  in  Year  1 .  The  ratios  used  may  be  based  on 
the  prior  year’s  business-segment  experience  or 
on  data  from  other  business  segments  in  the  cor¬ 
poration. 

Recognizing  that  overhead  is  made  up  of  liter¬ 
ally  hundreds  of  different  types  of  indirect  ex¬ 
penses,  these  overhead  control  devices  are  usu¬ 
ally  not  developed  as  engineered  standards  that 
use  expensive  industrial  engineering  methods, 
as  one  typically  finds  for  direct  labor  and  direct 
material  costs.  Usually,  they  are  based  on  in¬ 
ternally  developed  historical  data  for  each  com¬ 
pany. 

To  deal  with  the  large  number  of  relatively  small 
indirect  charges  and  to  facilitate  analysis  by  ex¬ 
amining  ratios,  contractors  often  summarize 
their  overhead  expenses  by  combining  similar 
groups  of  accounts. 

The  overhead  classification  and  summariza¬ 
tion  process  is  unique  to  each  company.  For 
example,  contractors  may  use  terms  such  as 
“facilities  support  services,”  “shop  support  ser¬ 
vices,”  and  “management  support  services.” 
These  terms  sound  similar;  but  they  are,  in  fact, 
quite  distinct.  Large  overhead  cost  classifica¬ 
tions  in  one  company,  such  as  “unrestricted 
parts,”  “perishables,”  and  “miscellaneous 
small  parts,”  may  not  exist  in  other  compa¬ 
nies. 


In  effect,  each  company  has  an  overhead  busi¬ 
ness  language  of  its  own.  Therefore,  some  ra¬ 
tios  developed  to  control  overhead  cost  in  one 
company  would  probably  be  of  little  or  no  value 
in  another.  In  actual  practice,  some  ratios  used 
to  control  overhead  costs  may  be  based  on 
managerial  experiences  of  key  personnel  who 
have  found  that  certain  ratios  have  proven  prof¬ 
itable  and  efficient  in  the  past.  However,  the  his¬ 
torical  database  may  be  personal  in  nature,  may 
have  originated  when  the  individual  worked  at 
another  company,  and  may  not  be  documented 
anywhere. 

TREND  ANALYSIS 

Trend  analysis  greatly  facilitates  the  analy¬ 
sis  of  overhead  costs.  One  of  the  principal 
uses  of  this  technique  is  to  identify  early  de¬ 
partures  from  historical  patterns  over  time. 
Trend  analysis  enables  one  to  detect  unfavor¬ 
able  trends  or  correlations;  and  it  allows  at¬ 
tention  to  be  focused  on  certain,  more  sig¬ 
nificant  indirect-expense  accounts  or 
organizations  that  appear  out  of  control.  For 
example,  if  an  indirect  cost,  such  as  the  use 
of  miscellaneous  small  parts  in  the  assembly 
area,  has  been  found  to  vary  proportionately 
with  assembly  direct  labor  in  the  past,  cur¬ 
rent  use  of  these  items  can  be  expected  to  bear 
the  same  or  similar  relationship.  A  more  de¬ 
tailed  investigation  is  then  required  to  deter¬ 
mine  the  specific  causes  of  any  departure 
from  normal  operations.  For  example,  inex¬ 
perienced  employees,  who  were  recently 
“bumped”  into  certain  assembly  jobs  as  a  re¬ 
sult  of  compliance  with  union  contract  re¬ 
quirements,  could  cause  an  increase  in  the 
miscellaneous  small  parts  usage  ratio.  Infe¬ 
rior  quality  parts  that  are  bought  from  a  new 
vendor  could  cause  an  increase  as  well.  By 
isolating  indirect  costs  that  need  special  ex¬ 
amination,  a  means  for  improving  overhead 
control  is  provided. 
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Another  important  use  of  trend  analysis  is  fore¬ 
casting  overhead  costs.  Such  forecasts  assume 
that  relationships  observed  in  the  past  will  con¬ 
tinue  in  the  future.  They  are  most  likely  reli¬ 
able  when  they  are  within  the  general  range  of 
the  historical  data.  If  changed  conditions  or  cir¬ 
cumstances,  such  as  operating  efficiencies  or 
changes  in  plant  location,  are  predicted,  histori¬ 
cally  based  overhead  projections  may  require 
adjustment  to  reflect  the  related  changes  in  ex¬ 
pected  costs. 

As  discussed  earlier,  overhead  expenses  are 
often  divided  into  fixed-  and  variable-cost 
components  based  on  the  pattern  of  behavior 
of  the  costs  over  production  or  volume.  From 
an  overhead-cost-control  standpoint,  a  com¬ 
parison  of  the  dollar  amounts  for  fixed  costs 
incurred  over  time  may  prove  beneficial.  These 
expenses  should  remain  about  the  same  from 
one  period  to  the  next.  As  an  example,  the  cost 
of  depreciation  charged  to  the  fabrication  shop 
and  the  equipment  within  the  shop  usually 
would  not  be  expected  to  vary  by  much  sim¬ 
ply  because  the  company  forecasts  an  increase 
in  fabrication  work  for  the  coming  year.  The 
difference  in  the  forecasted  cost  of  deprecia¬ 
tion  and  the  prior  year’s  depreciation  could  be 
due  to  factors,  such  as  asset  purchases  and  re¬ 
tirements,  differences  in  depreciation  rates,  or 
organizational  changes.  It  is  possible  that  there 
could  be  few  or  no  differences  if  straight-line 
depreciation  was  used  and  no  new  equipment 
was  installed.  This  kind  of  comparison  can  of¬ 
ten  identify  errors  made  in  forecasting  and  re¬ 
cording  overhead  costs.  Dollar  comparisons 
from  1  year  to  the  next  are  a  useful  tool  to 
evaluate  other  overhead  costs,  particularly 
capacity-related  costs  such  as  rents,  leases,  in¬ 
surance,  real  estate  taxes,  and  property  taxes. 
However,  if  contractors  make  significant 
changes  in  fixed  assets,  a  detailed  fixed-asset 
tracking  system  is  usually  required  to  ensure 
overhead  costs  are  properly  accounted  for  and 
controlled. 


MANAGEMENT  METRICS 

According  to  personnel  actively  involved  in  ana¬ 
lyzing  overhead  costs  in  the  defense  industry, 
several  overhead  management  indicators  or 
metrics  effectively  identify  overhead  control 
problems. 

Indirect  labor  is  ordinarily  one  of  the  largest 
cost  elements  categorized  as  overhead  in  most 
overhead  cost  pools,  i.e.,  engineering,  fabrica¬ 
tion,  assembly.  The  ratio  of  indirect-labor  costs 
to  total  overhead  costs  in  each  cost  pool  is  a 
common  overhead  metric,  and  it  often  accounts 
for  25  percent  or  more  of  all  overhead  costs. 
Many  believe  that,  if  you  can  control  indirect 
labor,  you  control  overhead.  Consequently,  in 
most  companies,  the  authority  for  hiring  any 
new  “indirect  employee”  is  controlled  at  a  high 
management  level. 

Contractors  often  compute  various  factors  for 
direct  and  indirect  labor.  These  are  often 
unique  to  a  company.  But  a  rather  common 
method  to  compute  a  utilization  factor  is  to 
compute  the  ratio  of  indirect  labor  to  direct 
labor  after  subtracting  vacation  and  leave  time. 
Some  contractors  also  compute  effectivity  fac¬ 
tors  of  total  indirect  labor  divided  by  total  di¬ 
rect  labor.  Overtime  charges  often  contribute 
in  a  major  way  to  overhead  and  are  closely 
monitored  using  a  ratio  of  overtime  percent¬ 
age  worked  for  both  direct  and  indirect  em¬ 
ployees.  Idle,  waiting,  or  nonproductive  time 
is  closely  monitored  by  the  ratio  of  such  time 
to  total  direct  labor. 

Indirect- labor  charges  are  numerous  and  highly 
varied  in  nature.  If  a  detailed  cost  analysis  of 
the  charges  is  required,  these  costs  must  be  bro¬ 
ken  down  into  logical  components.  For  ex¬ 
ample,  the  compensation  of  managers,  secre¬ 
taries,  supervisors,  lead  personnel,  and  various 
administrative-support  personnel  in  each  over¬ 
head  pool  may  be  found  in  indirect-labor 
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charges.  Such  costs  must  be  identified  by  labor 
category  and  functional  organization,  and  then 
they  are  analyzed  in  relation  to  variable  and 
fixed  components.  The  ratios  of  each  category 
to  the  overhead  allocation  base,  such  as  direct- 
labor  dollars,  can  thus  be  computed  and  com¬ 
pared  with  similar  historical  ratios  used  for  over¬ 
head  forecasting. 

The  analysis  of  head-count  information  is 
thought  to  be  extremely  important  and  is  widely 
used  by  defense  contractors  to  control  overhead 
costs.  Contractors  commonly  provide  monthly 
and  weekly  reports  to  management,  which  cov¬ 
ers  all  aspects  of  manpower  status.  Overhead- 
cost-control  information  that  is  typically  sup¬ 
plied  includes: 

•  ratios  of  management  to  nonmanagement  em¬ 
ployees, 

•  professional  to  total  employees, 

•  indirect  to  direct  employees, 

•  hourly  to  salaried  employees, 

•  contract  or  purchased  employees  to  total  em¬ 
ployees,  and 

•  lead  personnel  to  production  workers. 

The  current  status  of  any  newly  hired  employ¬ 
ees  is  closely  monitored,  often  on  a  daily  basis. 

Fringe  benefits  for  both  direct  and  indirect 
employees  are  usually  included  in  overhead 
cost.  A  separate  analysis  of  fringe-benefit 
costs  is  made  for  hourly  and  salary  employ¬ 
ees  because  they  often  have  different  benefit 
packages.  These  costs  are  significant  and  may 
account  for  as  much  as  half  of  the  regular  pay 
for  all  employees.  For  overhead  cost  analy¬ 
sis  purposes,  contractors  typically  break 
down  fringe  benefits  as  a  percentage  of  total 
salaries  and  wages  with  a  separate  cost  ratio 
computed  for:  health  care,  workers’  compen¬ 
sation,  pensions,  life  insurance,  sick  pay,  va¬ 
cation  pay,  holiday  pay,  savings  plans,  and 
social  security  taxes. 


Capacity-  or  facility-related  overhead  costs, 
such  as  depreciation,  maintenance,  insurance, 
and  property  taxes,  are  often  monitored  based 
upon  a  ratio  of  cost  per  square  foot  of  occu¬ 
pied  space.  Other  typical  management  tools 
include: 

•  square  foot  occupancy  per  employee, 

•  telephone  lines  per  employee, 

•  repair  and  maintenance  per  machine  hour, 

•  power  cost  per  operating  hour,  and 

•  equipment  downtime  per  operating  hour. 

Overhead  metrics  in  the  materials  overhead  area 
(often  called  materials  handling)  include: 

•  total  people  working  in  the  materials  handling 
function  as  a  percentage  of  total  company  em¬ 
ployees, 

•  materials-handling  cost  per  unit  shipped  or 
received, 

•  freight  cost  per  unit  shipped  or  received, 

•  shipping  and  receiving  per  ton  handled, 

•  number  of  people  in  purchasing  as  a  percent¬ 
age  of  total  materials  purchased,  and 

•  purchasing  costs  per  purchase  order. 

Examples  of  other  significant  overhead  costs 
that  are  monitored  using  metrics  are: 

•  quality  assurance  as  a  percentage  of  produc¬ 
tion, 

•  computing  cost  per  employee, 

•  training  costs  per  employee, 

•  travel  cost  per  employee, 

•  consumable  supplies  per  direct-labor  hour, 

•  perishable  tools  per  direct-labor  hour, 

•  office  supplies  per  employee,  and 

•  graphics  cost  per  employee. 

In  analyzing  G&A  expenses,  several  ratios  are 
used  because  of  the  broad  nature  of  this  expense 
pool.  Examples  are  G&A  expenses  as  a  per¬ 
centage  of  sales;  personnel  classified  as  G&A 
as  a  percentage  of  total  company  personnel;  and 
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employees  in  contracts,  accounting,  legal,  and 
human  resources  as  a  percentages  of  total  em¬ 
ployees.  Certain  large  administrative  expenses 
are  tracked  with  ratios  such  as  personnel  cost 
per  employee  hired,  billing  cost  per  invoice 
processed,  and  payroll  costs  per  employee  ser¬ 
viced.  Selling  and  marketing  expenses  are  of¬ 
ten  broken  down  into  direct  selling  and  sales 
administrative  or  support  expenses.  These  ex¬ 
penses  are  separately  monitored  as  percentages 
of  sales  or  profit.  Order  processing  is  some¬ 
times  reviewed  based  on  cost  per  order  pro¬ 
cessed.  IR&D  and  bid  and  proposal  expenses 
are  large  indirect-type  expenses.  They  are  usu¬ 
ally  classified  as  G&A  expenses  and  are 
tracked  based  on  ratios,  such  as  cost  as  a  per¬ 
centage  of  sales  or  profit,  cost  per  product  sold, 
cost  per  value  of  new  contracts  received,  or 
cost  per  employee. 

To  inform  managers,  contractors  frequently  pre¬ 
pare  graphs  to  identify  overhead-cost  trends  and 
to  show  departures  from  historical  patterns. 
Typical  graphs  include  both  estimated  and  ac¬ 
tual  plots  over  time  of  monthly  and  cumulative 
overhead  rates,  overhead-expense  dollars,  and 
overhead-allocation  bases.  Other  graphs  (often 
prepared  monthly  because  of  the  significant  dol¬ 
lars  involved)  show  estimates  and  actual  plots 
for  IR&D  expenses,  bid  and  proposal  expenses, 
indirect  labor,  and  employee  head  count. 

The  use  of  various  overhead  ratios  or  metrics, 
along  with  trend  analysis,  provides  a  ready  means 
of  focusing  attention  on  those  costs  that  deviate 
from  experienced  trends  and  those  that  require 
some  degree  of  special  investigation.  It  should 
be  emphasized  that  overhead  metrics  cannot  be 
used  blindly.  Often  other  factors  may  have  sig¬ 
nificant  meaning  when  comparing  ratios,  such 
as  changes  in  production  methods  or  processes, 
organizations,  employee  classifications  (director 
indirect),  certain  unusual  or  nonrecurring  costs, 
inflationary  factors,  and  accounting. 


REGRESSION  ANALYSIS 

The  statistical  technique  of  regression  analysis 
is  sometimes  used  to  manage  indirect  costs.  A 
detailed  mathematical  explanation  of  the  tech¬ 
nique  is  beyond  the  scope  of  this  guidebook; 
however,  a  brief  summary  of  how  it  may  be 
applied  in  the  analysis  of  overhead  costs  is  pro¬ 
vided.  Regression  analysis  is  concerned  with 
deriving  mathematical  equations  that  express 
certain  functional  relationships  among  vari¬ 
ables,  such  as  the  relationship  of  an  indirect  cost 
(a  dependent  variable)  to  a  direct-cost  alloca¬ 
tion  base  (an  independent  variable).  Statistical- 
correlation  data  provides  information  for  evalu¬ 
ating  how  closely  dependent  and  independent 
variables  are  related.  Commercial  software 
packages  are  now  available  to  perform  regres¬ 
sion  and  correlation  analysis  computations. 

Simple  regression  analysis,  so  named  because 
it  has  only  one  independent  variable  and  one 
dependent  variable,  is  sometimes  used  to  fore¬ 
cast  overhead  costs.  The  independent  variable 
could  be  any  direct  cost,  such  as  direct-labor 
dollars,  direct-labor  hours,  or  machine  hour;  and 
the  dependent  variable  could  be  overhead  costs. 
As  an  example,  the  overhead  forecast  in  a  manu¬ 
facturing  overhead  pool  could  be  expressed  by 
this  mathematical  equation  derived  through  re¬ 
gression  analysis: 

$1 M  (Fixed  cost) 

+  ($2.6)  (Forecasted  Machine  Flours) 

Forecasted  Overhead 

The  $1  million  of  fixed-overhead  cost  would 
occur  at  zero  machine  hours,  while  the  coeffi¬ 
cient  of  ($2.6)  would  be  derived  from  the  slope 
of  the  regression  line  that  was  computed  based 
on  historical  statistics. 

Multiple  regression  analysis  is  often  more  ac¬ 
curate  than  simple  regression  analysis.  It  evalu¬ 
ates  the  relationship  between  a  dependent  vari- 
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able,  such  as  overhead  costs,  and  two  or  more 
independent  variables.  It  is  used  when  the 
cause-and-effect  relationship  based  on  a  single 
independent  variable  is  insufficient.  Multiple  re¬ 
gression  analysis  could  be  used  to  forecast 
manufacturing  maintenance  hours  based  upon 
the  variables  of  production  direct-labor  hours, 
machine  hours,  and  square  footage  of  produc¬ 
tion  floor  space  serviced  by  maintenance  per¬ 
sonnel. 

Regression  analysis  can  be  used  to  test  the  rea¬ 
sonableness  of  estimated-overhead  rates  fore¬ 
casted  many  years  into  the  future.  Overhead 
rates  vary  in  response  to  numerous  causes;  but, 
because  many  overhead  costs  are  fixed  (as  dis¬ 
cussed  in  Chapter  2  involving  cost  behavior), 
the  level  of  predicted  operations  is  very  sig¬ 
nificant.  Overhead  rates  are  lowest  when  a  fa¬ 
cility  is  operating  at  capacity,  and  they  increase 
substantially  when  operating  levels  are  re¬ 
duced.  This  relationship  becomes  significant 
in  forecasting  overhead  costs  for  large  pro¬ 
grams  that  involve  performance  over  long  pe¬ 
riods.  In  these  cases  it  is  necessary  to  predict 
overhead  rates  many  years  in  advance  on  the 
basis  of  operating  levels  projected  for  these 
years. 

Regression  analysis  is  also  used  to  determine 
if  it  is  reasonable  to  use  a  certain  direct  cost, 
such  as  direct-labor  hours  or  machine  hours,  as 
the  basis  for  allocation  of  overhead  to  cost  ob¬ 
jectives.  The  direct-cost-allocation  base  should 
be  a  primary  cost  driver  or  an  activity  that  causes 
the  overhead  cost  to  be  incurred.  In  other  words, 
there  should  be  a  strong  causal  relationship  be¬ 
tween  the  direct-cost-allocation  base  used  for 
allocation  of  overhead  and  the  overhead  costs 
incurred.  Although  there  will  probably  never  be 
a  perfect  correlation  between  any  overhead  pool 
and  any  direct-cost  allocation  base,  some  allo¬ 
cation  bases  provide  a  higher  degree  of  corre¬ 
lation  than  others. 


One  of  the  statistics  provided  by  regression 
analysis,  the  coefficient  of  determination,  mea¬ 
sures  the  extent  of  the  relationship  between  two 
variables.  The  value  of  the  coefficient  of  deter¬ 
mination  is  always  between  zero  and  one.  The 
closer  the  value  is  to  one,  the  stronger  the  rela¬ 
tionship  between  the  two  variables.  The  higher 
the  correlation,  the  stronger  the  linkage  of  in¬ 
direct  costs  is  to  direct  cost;  thus,  a  more  accu¬ 
rate  allocation  of  overhead  is  provided. 

Some  industry  personnel,  actively  involved  in 
managing  overhead,  find  that  regression  analy¬ 
sis  is  not  used  extensively  for  forecasting  de¬ 
fense  contractor  overhead  due  to  the  volatile 
nature  of  the  business.  The  use  of  regression 
analysis  assumes  that  overhead  costs  will  be  the 
same  in  the  future  as  the  past.  If  a  change  in 
cost  behavior  of  an  expense  is  foreseen,  regres¬ 
sion  analysis  applied  to  historical  data  will  not 
provide  useful  results;  and  some  other  method 
of  forecasting  should  be  used.  In  other  words, 
what  is  known  about  the  future  is  far  more  im¬ 
portant  than  historical  data. 

Statistical  techniques  are  quite  valid  for  char¬ 
acterizing  prior  history,  but  they  cannot  predict 
the  future.  There  are  constant  changes  in  the 
defense  business.  They  include  large  swings  in 
the  business  base,  technological  changes,  manu¬ 
facturing  process  changes,  creation  of  new  func¬ 
tions,  transfers  of  functions  between  overhead 
pools,  reorganizations,  and  acquisitions.  Inter¬ 
viewed  industry  personnel  stated  that  constant 
changes  in  the  defense  business  make  it  diffi¬ 
cult  to  obtain  meaningful  overhead- forecasting 
results  with  regression  analysis.  Consequently, 
judgment  and  experience,  combined  with  an 
analysis  of  future  program  requirements,  are  far 
more  valuable  than  statistical  techniques  for 
forecasting  overhead.  Thus,  in  practice,  regres¬ 
sion  analysis  is  used  mostly  for  testing  the  rea¬ 
sonableness  of  other  forecasts  developed  by 
management. 
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INDUSTRIAL  ENGINEERING 
ANALYSIS 

One  of  the  largest  costs  included  in  all  over¬ 
head  pools  is  indirect  labor.  Such  costs  are  so 
significant  that  they  warrant  special  study.  One 
of  the  best  ways  to  analyze  and  control 
indirect-labor  costs  is  to  use  the  industrial  en¬ 
gineering  staff,  assuming  that  the  benefits 
clearly  outweigh  the  costs.  Industrial  engi¬ 
neers  can  analyze  the  indirect  tasks  performed 
in  various  indirect  functions  similar  to  the  way 
direct  tasks  are  examined  on  the  production 
floor.  With  the  objective  of  improving  the  ef¬ 
ficiency  of  operations  and  activities,  defense 
contractors  sometimes  use  industrial  engineer¬ 
ing  techniques  to  study  various  indirect  and 
production  processes. 

Industrial  engineers  use  scientific  methods,  such 
as  time  study,  work  sampling,  and  standard  data, 
in  evaluating  specific  indirect-labor  functions 
performed  by  various  departments.  The  analy¬ 
sis  is  output-oriented,  with  an  emphasis  on  the 
identification  of  nonvalue-added  activities.  Es¬ 
sentially,  industrial  engineers  determine  if  cer¬ 
tain  indirect  functions  are  necessary,  desirable, 
or  simply  nice  to  have.  They  are  also  concerned 
with  analyzing  how  the  functions  are  currently 
being  performed  and  whether  the  most  efficient 
methods  are  being  used.  The  engineering  analy¬ 
sis  of  indirect-  or  overhead-type  functions  could 
lead  to  savings  by: 

•  combining  certain  functions, 

•  simplifying  work  processes, 

•  eliminating  administrative  bottlenecks, 

•  eliminating  unnecessary  equipment, 

•  reducing  reporting  requirements, 

•  introducing  automation,  and 

•  deciding  to  purchase  rather  than  buy  ser¬ 
vices. 

A  fresh,  independent,  and  objective  look  at  over¬ 
head  is  desirable  because  indirect  functions  are 


sometimes  originally  staffed  based  on  meeting 
peak  workload  requirements.  Consequently,  in¬ 
direct  employees  may  not  be  efficiently  used 
when  normal  operations  are  resumed,  or  when 
operational  requirements  are  reduced. 

CONTRACTOR  ACTIONS  TO 
REDUCE  OVERHEAD 

Research  shows  that  defense  contractors  are 
very  concerned  about  increasing  overhead  rates. 
Generally,  there  has  been  a  severe  deterioration 
of  the  business  base,  which  naturally  causes  a 
significant  increase  in  overhead  rates.  Contract 
terminations  and  major  quantity  reductions  that 
have  occurred  in  the  last  few  years  have  sig¬ 
nificantly  affected  overhead  rates,  and  remain¬ 
ing  contracts  have  been  forced  to  absorb  addi¬ 
tional  overhead  costs.  As  previously  discussed, 
this  is  a  standard  occurrence  for  indirect  or  over¬ 
head  cost  allocations.  Current  defense  contrac¬ 
tor  management  is  concerned  that  high  over¬ 
head  rates  will  cause  additional  increases  in 
weapons  systems  costs  and  result  in  further  pro¬ 
gram  reductions  in  the  future.  Each  of  the  con¬ 
tractors  interviewed  has  faced  severe  problems 
in  managing  indirect  or  overhead  costs.  Over¬ 
head  costs,  often  linked  to  capital  assets,  sim¬ 
ply  cannot  be  eliminated  quickly.  It  takes  time 
to  vacate  leased  space;  consolidate  functions; 
and  sell  land,  buildings,  and  equipment.  Large 
defense-oriented  facilities  often  do  not  have 
multiple  uses,  and  a  marketability  problem  usu¬ 
ally  exists  because  defense  program  cutbacks 
impact  local  economies. 

Defense  contractors  realize  that  overhead  costs 
must  be  reduced  for  them  to  be  competitive, 
and  they  are  serious  about  cutting  these  costs. 
Each  contractor  interviewed  has  made  tough 
decisions  involving  people,  many  of  whom  have 
worked  for  them  for  decades.  It  is  not  uncom¬ 
mon  for  a  defense  contractor  to  lose  half  of  the 
personnel  and  half  of  the  business  base  within 
the  past  few  years. 
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To  deal  with  the  critical  overhead  problem, 
defense  contractors  set  up  special  project 
teams  to  study  how  to  reduce  these  costs.  Spe¬ 
cial  efforts  ensure  that  the  teams  are  inter¬ 
disciplinary  in  nature,  with  all  organizational 
elements  and  functional  areas  represented. 
Generally,  teams  include  lower-level  manag¬ 
ers  (or  those  being  burdened  with  overhead) 
and  upper-level  managers.  Efforts  are  made 
to  encourage  team  members  to  get  out  of  a 
“stovepipe  mentality”  and  take  an  objective, 
fresh  look  at  the  problem  from  a  total-com¬ 
pany  perspective.  In  some  cases,  teams  are 
given  specific  targets  by  top  management  re¬ 
garding  certain  overhead  cost  reductions  that 
need  to  be  achieved. 

Recent  approaches  used  by  defense  contractors 
to  cut  overhead  costs  have  been  genuinely  in¬ 
novative.  Some  contractors  instruct  their  over¬ 
head  study  teams  that  a  totally  new  way  of 
thinking  about  overhead  costs  is  required.  Some 
examples  of  insights  offered  follow: 

•  There  is  no  such  thing  as  uncontrollable  cost! 
If  operational  managers  cannot  control  over¬ 
head,  who  can? 

•  There  is  no  such  thing  as  a  fixed  cost!  Noth¬ 
ing  is  fixed  —  it  can  be  eliminated. 

•  There  is  no  such  thing  as  an  allocated  over¬ 
head  cost  that  you  must  accept!  The  control 
of  overhead  cost  is  the  responsibility  of  the 
person  charged  with  it! 

Lower-level  operational  managers  receive  the 
following  instructions: 

•  No  cost  is  free,  and  overhead  is  not  peanut 
butter  to  be  spread  out. 

•  If  any  overhead  cost  allocation  is  not  worth 
the  amount  allocated,  approach  the  allocat¬ 
ing  organization  and  try  to  reduce  or  elimi¬ 
nate  the  cost! 


Essentially,  management  directs  project  teams 
to  challenge  every  indirect  function  performed 
and  to  recommend  collective  alternatives  to  cut 
overhead;  these  goals  are  to  be  achieved  using 
a  bottoms-up  approach. 

The  focus  of  the  detailed  studies  of  overhead  is 
to  dissect  the  hundreds  of  indirect  expenses  and 
to  identify  why  the  cost  is  incurred.  Efforts  iden¬ 
tify  indirect  function  “core  competencies”  and 
eliminate  any  non-value-added  functions  or 
activities.  Loral  Imagining  Systems  went  a  step 
further  and  analyzed  overhead  functions  to  pin¬ 
point,  for  management’s  awareness,  those  spe¬ 
cific  indirect  tasks  that  would  no  longer  be  per¬ 
formed  if  cost-cutting  targets  were  met. 

Some  contractors  make  concerted  efforts  to  ex¬ 
amine  the  various  overhead  or  indirect-cost- 
oriented  business  processes  within  their  corpo¬ 
rations  with  the  objective  of  identifying 
similarities,  differences,  and  efficient  or  ineffi¬ 
cient  practices  at  various  business  segments.  Eor 
example,  the  Boeing  Defense  and  Space  Group, 
as  part  of  its  overhead  study  efforts,  conducted 
a  rigorous  review  of  internal  practices  to  iden¬ 
tify  the  “best  in  class”  for  certain  functions 
within  its  five  major  divisions.  They  analyzed 
functions,  such  as  manufacturing  support,  ma¬ 
terials  handling,  quality  assurance,  inventory 
control,  billing,  scheduling,  and  the  business 
process  used  for  managing  overhead.  The  “best 
in  class”  analyses  have  resulted  in  significant 
productivity  improvements  and  overhead-cost 
reductions.  In  addition,  wide-scale  efforts  have 
promoted  management  objectives  of  standard¬ 
ization,  consistency,  and  continuous  improve¬ 
ment. 

Special  projects  to  study  overhead  in  many  com¬ 
panies  resulted  in  management  decisions  to 
purchase  certain  services  traditionally  per¬ 
formed  in-house.  Examples  of  such  services 
previously  performed  as  overhead  functions  but 
now  partially  or  totally  purchased  at  lower  cost. 
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are  data  processing,  travel  management,  insur¬ 
ance  claims  processing,  legal  services,  photog¬ 
raphy  and  graphics,  janitorial  services,  grounds 
and  roads  upkeep,  cafeteria  operations,  and 
guard  services.  The  initiative  to  purchase  such 
services  from  outside  sources  also  gives  defense 
contractors  greatly  increased  management  flex¬ 
ibility  by  converting  large,  fixed-cost  overhead 
elements  into  a  more  variable  cost.  In  some 
cases,  the  requirement  for  security  guards  is 
eliminated  entirely  with  the  installation  of  au¬ 
tomated  security  systems. 

Numerous  efficiencies  and  reductions  in  over¬ 
head  costs  result  from  overhead  study  team  ef¬ 
forts  to  consolidate  various  operations.  Consoli¬ 
dation  and  reorganization  efforts  have  resulted 
in  the  sharing  of  resources  through  the  com¬ 
bining  of  support  functions,  such  as  transpor¬ 
tation,  facilities  engineering,  security,  procure¬ 
ment,  finance,  and  human  resources.  Marked 
reductions  have  taken  place  through  the  elimina¬ 
tion  of  indirect  employees  as  a  result  of  reduc¬ 
tions  in  supervisory  and  management  personnel 
and  other  indirect  functions,  such  as  staff  and  ser¬ 
vice  activities  in  engineering  and  manufacturing. 

Indirect  labor  is  considered  to  be  the  initial  tar¬ 
get  for  overhead-cost  reduction,  since  it  is  such 
a  large  cost  driver.  Contractors  consolidated 
computer  and  data-processing  centers  to  effect 
overhead-cost  savings.  In  addition,  various  data- 
processing  functions  within  engineering,  opera¬ 
tions,  and  finance,  which  operate  independently, 
are  now  consolidating  to  become  less  costly  and 
more  efficient.  Combining  computer  centers  has 
resulted  in  the  reassignment  and  release  of  com¬ 
puter  equipment,  thus  reducing  depreciation 
cost.  Boeing  experienced  large  savings  in  over¬ 
head  by  closing  or  consolidating  numerous  en¬ 
gineering  laboratories.  Sharing  resources  and 
consolidating  efforts  resulted  in  reducing  the 
number  of  labs  by  more  than  60  percent  in  a  4- 
year  period. 


A  concentrated  effort  has  been  made  to  iden¬ 
tify  and  eliminate  facilities  that  are  not  opti¬ 
mal.  For  example,  Sikorsky  made  certain  con¬ 
solidations  in  their  feeder  plants,  transportation, 
and  warehousing  activities  that  significantly 
reduced  their  square  footage  requirements  for 
materiel  functions.  They  also  substantially  re¬ 
duced  the  number  of  indirect  employees  in 
transportation  functions.  Concerted  efforts  have 
been  made  to  eliminate  leased  space,  transfer 
buildings  to  corporate  commercial  segments, 
and  to  sell  some  facilities.  As  an  example  of 
these  efforts,  Pratt  &  Whitney  has  reduced  their 
leased  space  by  more  than  50  percent  within 
the  past  few  years. 

Contractors  have  also  effected  overhead  cost 
savings  and  increased  the  utilization  of  assets 
by  vacating  buildings.  The  result  is  the  reduc¬ 
tion  of  costs  for  heating,  air  conditioning,  and 
maintenance  expenses  until  the  space  is  reuti¬ 
lized,  subleased,  or  until  the  leases  are  termi¬ 
nated.  In  addition  to  vacating  numerous  build¬ 
ings,  contractors  are  also  reducing  individual 
space  allocations  for  their  employees. 

Further  consolidation  efforts  to  reduce  overhead 
and  increase  efficiency  could  include  the  con¬ 
solidation  of  overhead  pools.  A  future  problem 
may  develop  in  manufacturing  overhead-related 
pools  because  large-volume  defense  production 
work  has  been  significantly  curtailed.  Recent 
defense  contractor  acquisition  and  merger  ac¬ 
tivity  will  probably  increase  major  consolida¬ 
tion  efforts  between,  as  well  as  within,  compa¬ 
nies. 

Efforts  to  reduce  overhead  cost  often  result 
in  staff  cuts.  Companies  offer  incentives  for 
early  retirement,  reduce  the  number  of  indi¬ 
rect  employees  by  increasing  the  span  of  con¬ 
trol  of  supervisors  and  managers,  eliminate 
overtime  pay  for  salaried  employees,  defer 
or  lengthen  the  period  for  pay  increases,  and 
eliminate  some  holidays.  To  reduce  overhead 
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and  retain  key  experienced  employees,  Pratt 
&  Whitney  furloughed  certain  employees, 
particularly  in  the  test  areas,  for  a  period  of 
several  months.  Sikorsky  was  able  to  reduce 
fringe  benefits  by  introducing  flexible-ben¬ 
efit  plans.  These  plans  provide  a  framework 
whereby  an  employer  can  control  or  cap  cost 
growth  by  limiting  the  allowances  provided 
to  the  employees  to  purchase  benefits,  while 
giving  the  employees  some  flexibility  to  tai¬ 
lor  benefit  packages  to  their  own  individual 
circumstances.  Often,  the  flexible-benefit  al¬ 
lowance  doesn’t  totally  cover  benefits  pur¬ 
chased  under  the  flexible  plan;  and  the  em¬ 
ployee  contributes  to  the  costs  through 
payroll  deductions. 

Defense  contractors  have  made  many  efforts  to 
reduce  overhead  costs  through  better  manage¬ 
ment  of  employee  medical  expenses.  Most  sig¬ 
nificantly,  efforts  have  been  made  to  increase 
employee  contributions  through  payroll  deduc¬ 
tion,  increase  deductible  amounts,  increase  co¬ 
payment  amounts,  encourage  employees  to  shift 
to  lower-cost  HMOs,  require  second  opinions 
for  some  surgeries,  and  give  employees  incen¬ 
tives  to  choose  preferred  providers  with  their 
less-expensive,  negotiated  rates.  In  one  case,  at 
the  suggestion  of  employees  on  special  over¬ 
head  study  teams,  onsite  doctors  and  nurses 
were  eliminated  to  cut  overhead  costs. 

Other  overhead-cost  containment  measures 
have  included  substantial  reductions  in  travel 
expenses,  training,  perishable  tools,  and  outside 
services.  Also  overhead  costs  have  been  reduced 
by  using  voice  mail  to  reduce  secretarial  sup¬ 
port,  eliminating  executive  dining  rooms,  in¬ 
creasing  use  of  teleconferencing,  eliminating 
copiers  and  telephones,  and  conserving  energy. 
As  a  result  of  overhead  study  team  recommen¬ 
dations,  special  management  approval  is  now 
often  required  before  incurring  certain  overhead 
expenses. 


There  has  been  a  strong  effort  by  defense  con¬ 
tractor  management  to  constrain  capital  spend¬ 
ing  to  reduce  overhead  costs.  It  was  not  unusual 
for  defense  contractors  to  cut  capital  spending 
by  50  percent  or  more  within  the  past  few  years. 
It  may  be  difficult  to  get  a  large  capitalized 
project  approved  in  the  current  environment; 
often,  it  must  be  for  asset  replacement  or  for 
safety  reasons.  At  best,  defense  contractors  ex¬ 
pect  capital  spending  to  remain  flat  for  the  next 
several  years. 

To  cut  G&A  expenses,  most  defense  contrac¬ 
tors  have  significantly  reduced  their  IR&D  and 
B&P  expenses.  Since  new  programs  and  bid 
opportunities  are  minimal,  there  is  a  strong  con¬ 
servation  of  IR&D  and  B&P  discretionary 
funds.  Companies  are  now  focusing  on  core 
technologies  and  pursuing  projects  in  only  those 
areas.  It  is  getting  much  tougher  to  get  new 
projects  approved;  and,  generally,  they  must  be 
related  to  an  existing  product  line.  For  example, 
the  Loral  Imaging  Systems  Division  recently 
set  up  a  “strategy  board”  to  review  each  project 
in  detail  prior  to  approval.  Since  IR&D  and 
B&P  expenses  are  usually  included  in  the  G&A 
expense  pool,  the  president  of  the  company  is 
often  the  person  responsible  for  reducing  this 
overhead  cost. 

Defense  contractors  are  now  making  significant 
efforts  to  identify  more  costs  by  reclassifying 
employees  from  indirect  to  direct  to  provide 
more  visibility  and  control.  Examples  of  such 
functions  being  changed  in  some  companies 
from  indirect-  to  direct-charging  functions  are 
program  management  and  administrative  sup¬ 
port,  earned  value,  engineering  administrative 
support,  industrial  engineering,  expediting,  dis¬ 
patching,  and  certain  production  liaison  func¬ 
tions. 

Of  course,  companies  differ  significantly  as  to 
how  they  individually  classify  these  functions. 
Some  companies  move  fringe  benefits  from 
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indirect  cost  to  direct  cost  for  salaried,  hourly, 
and  contract-job  shop  employees.  The  shift 
from  indirect  to  direct  has  a  significant  impact 
on  reducing  overhead  rates  because  the  labor 
will  be  in  the  cost-allocation  base  (or  denomi¬ 
nator)  rather  than  in  the  indirect  overhead  cost 
pool  (numerator).  As  we  have  previously  dis¬ 
cussed,  such  shifts  from  indirect  to  direct  do 
not  reduce  total  cost;  but  defense  contractors 
feel  that  it  improves  the  accuracy  of  cost  allo¬ 
cations. 

According  to  upper  levels  of  management,  spe¬ 
cial  project,  large-scale  study  efforts  are  very 
beneficial  because  they  produce  many  cost  cut¬ 
ting  ideas.  The  study  team  approach  was  also 
instrumental  in  educating  employees  about  the 
importance  of  controlling  the  many  indirect 
costs  and  of  establishing  a  sense  of  responsi¬ 
bility  for  overhead  at  lower  operational  levels. 
After  the  special  projects  were  completed,  many 
employees  continued  to  volunteer  overhead 
cost-cutting  ideas;  but,  while  the  bottoms-up 
special-project  team  approach  was  useful,  it 
simply  did  not  cut  overhead  enough. 

Although  actions  to  cut  overhead  costs  through 
the  bottoms-up  approach  are  ambitious  and  ag¬ 
gressive,  a  top-down  approach  is  necessitated 
by  the  urgency  to  make  major  overhead  cost 
reductions.  DoD  budgetary  forecasts  call  for 
additional  reductions  in  the  business  base;  and, 
given  this  downturn,  defense  business  segments 
are  receiving  increasing  pressure  from  the  cor¬ 
porate  office  on  profitability  concerns. 

To  be  competitive,  each  of  the  contractors  in¬ 
terviewed  had  to  iteratively  cut  overhead  costs 
and  reduce  rates.  For  this  reason,  overhead-cost 
reduction  was  placed  directly  before  top  man¬ 
agement.  Given  the  limited  opportunities  for 
winning  additional  business,  top  management 
capped  overhead  at  certain  rates  deemed  nec¬ 
essary  to  maintain  competitiveness  during  ex¬ 
pected  future  lean  times. 


To  maintain  a  strong  emphasis  on  reducing 
overhead  and  to  elevate  the  sense  of  urgency  of 
competitive  overhead  rates,  most  contractors  set 
up  highly  visible  “control  rooms,”  which  are 
given  attention-getting  names,  such  as  “Break¬ 
through  Room,”  “RoomX,”  “Engineering  Over¬ 
head  Control  Room,”  or  “Management  Control 
Room.”  These  control  rooms  are  established  to 
conduct  overhead  reduction  team  meetings  and 
to  post  a  myriad  of  data  relating  to  cost  control. 
Typically,  contractors  post  large  charts  on  the 
walls  of  the  control  room  on  a  monthly  basis. 
These  charts  show  the  current  month  and  year- 
to-date  overhead  performance  for  each  overhead 
pool. 

The  Boeing  Defense  &  Space  Group  (D&SG) 
took  particularly  strong  steps  to  firmly  estab¬ 
lish  accountability  for  managing  overhead  costs 
by  designating  specific  executives  responsible 
for  each  of  its  many  overhead  cost  pools.  Their 
view  is  that,  once  executive  responsibility  for 
overhead  is  clearly  established,  more  positive 
steps  can  be  taken  to  improve  the  effective  uti¬ 
lization  of  indirect  activities.  Each  overhead 
pool  in  the  Defense  &  Space  Group  organiza¬ 
tional  structure  has  an  “owner.”  The  owner  is 
the  designated  pool  manager,  normally  a  vice 
president,  but  always  a  senior  operational  man¬ 
ager,  who  is  responsible  for  managing  the  pool 
and  achieving  the  committed  performance  levels. 

It  is  interesting  to  note  that  pool  managers  are 
operational  personnel  and  not  financial  person¬ 
nel.  This  indicates  that  a  significant  change  has 
occurred  —  senior  operational  managers,  not 
financial  personnel,  are  required  to  explain  vari¬ 
ances  in  overhead  to  top  management.  The  abil¬ 
ity  to  manage  overhead  costs  is  a  significant 
factor  in  evaluating  management  performance 
and  in  determining  incentive  pay.  Einancial 
personnel  help  each  of  the  overhead-pool  man¬ 
agers  interpret  and  explain  accounting  systems 
and  data;  but  operational  managers  are  the  ones 
accountable.  An  “Overhead  Pool  Responsibil- 
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ity  Matrix”  is  maintained  by  D&SG  to  ensure 
the  proper  assignment  of  responsibility  for  pool 
management,  and  an  individual  called  a  “fi¬ 
nance  focal  point”  is  designated  to  assist  the 
overhead-pool  manager  by  providing  account¬ 
ing  support. 

Each  overhead-pool  manager  is  accountable  to 
senior  D&SG  management  for  conformance  to 
internal  organizational  overhead  budgets  and  is 
committed  to  achieving  the  overhead  rates. 
Overhead-pool  managers  and  finance  focal 
points  are  responsible  for  documenting  and  sup¬ 
porting  the  accuracy,  currency,  and  complete¬ 
ness  of  their  overhead  forecasts  and  for  provid¬ 
ing  justification  for  the  various  calculations  and 
values  contained  in  rate  computations. 

Involving  operational  personnel  in  overhead 
management  is  exceptionally  beneficial,  since 
such  a  large  number  of  indirect  costs  are  dis¬ 
cretionary  in  nature  and  considerable  manage¬ 
ment  judgment  is  required.  When  making  tough 
decisions,  senior  operational  managers  have  the 
knowledge  and  experience  that  financial  per¬ 
sonnel  lack. 

Recently,  the  concern  for  “affordability”  of 
overhead  rates  has  lead  to  a  relatively  new  man¬ 
agement  philosophy  regarding  the  control  of 
overhead  costs.  The  new  concept  is  referred  to 
by  some  as  the  “100  percent  variability  of  over¬ 
head  rule.”  In  this  concept  there  is  no  such  thing 
as  a  fixed  cost,  and  overhead  does  need  to  be 
carried  if  the  business  base  declines.  Stated  dif¬ 
ferently,  all  overhead  costs  should  be  viewed 
as  variable  costs;  and,  if  the  business  base  de¬ 
clines  by  20  percent,  overhead  cost  must  also 
be  reduced  proportionately  by  20  percent  to 
“hold  the  rate.” 

The  concept  represents  a  top  management  di¬ 
rection  that  overhead-pool  managers  must  be 
committed  to  maintaining  a  constant  overhead 
rate  so  the  company  can  be  competitive.  In  other 


words,  they  cannot  afford  for  overhead  rates  to 
go  any  higher.  If  the  business  base  is  reduced, 
overhead-pool  managers  must  find  ways  to  cut 
overhead  costs  a  sufficient  amount  to  keep  the 
rates  from  increasing.  For  example,  suppose  the 
current  manufacturing  overhead  rate  is  200  per¬ 
cent  (derived  by  the  indirect  manufacturing 
overhead  expenses  of  $400  million  divided  by 
a  direct-labor  dollar  base  of  $200  million).  The 
indirect  overhead  expenses  are  made  up  of  fixed 
costs  of  $  1 60  million  and  variable  costs  of  $240 
million.  Therefore,  the  variable  overhead  is 
$1.20  for  every  $1  of  direct  labor  or  $240  mil¬ 
lion  divided  by  $200  million.  Consider  that  the 
contractor  loses  a  major  contract  and  the  busi¬ 
ness  base  is  reduced  by  $60  million  for  a  30 
percent  reduction  in  the  direct-labor  burden. 
Traditionally,  the  new  forecasted  manufactur¬ 
ing-overhead  rate  would  normally  be  expected 
to  jump  to  234  percent,  which  is  derived  by 
dividing  the  new  forecasted  overhead  costs  of 
$328  million  by  the  new  direct-labor  base  of 
$140  million.  The  new  base  would  be  70  per¬ 
cent  of  $200  million  or  $140  million.  The  new 
overhead-pool  expenses  would  consist  of  a  fixed 
overhead  of  $160  million  plus  the  revised  vari¬ 
able  overhead  of  $168  million  (revised  base  of 
$140  million  times  the  variable  overhead  rate 
of  $1.20  per  direct-labor  dollar).  However, 
under  the  concept  of  the  “100  percent  variabil¬ 
ity  of  overhead  rule,”  the  overhead  rate  must  be 
held  constant  at  200  percent  to  be  competitive. 
This  means  that  fixed  costs  must  be  cut  sub¬ 
stantially  to  make  this  happen;  in  fact,  fixed 
costs  would  have  to  be  cut  by  $48  million,  a 
formidable  task.  However,  the  ultimate  goal  of 
management  is  to  treat  fixed  costs  and  semi¬ 
variable  costs  as  totally  variable  costs. 

Although  there  can  be  approved  exceptions  to 
the  rule  in  some  circumstances,  it  is  clear  that 
top  management  expects  overhead-pool  man¬ 
agers  to  think  in  terms  of  100  percent  variabil¬ 
ity  of  overhead  costs.  Previously,  overhead-pool 
managers  were  held  responsible  for  only  over- 
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head  expenses.  Now  they  are  responsible  for 
maintaining  the  overhead  rate,  which  means 
they  are  responsible  for  the  business  base  as 
well  as  overhead  expenses.  Some  contractors 
report  favorable  results  with  this  concept.  For 
example,  if  the  business  base  declines,  manag¬ 
ers  must  consider  what  can  be  done  to  offset  it. 
Also,  if  costs  go  up  in  one  area,  they  must  ad¬ 
dress  what  can  be  done  to  cut  or  trim  overhead 
costs  in  other  areas.  In  the  past,  managers  tended 
to  manage  by  direct-labor  hours;  now  they  man¬ 
age  to  a  rate;  and  as  a  result,  an  increased  em¬ 
phasis  must  be  placed  on  overhead.  “Holding 
the  overhead  rate”  has  been  incorporated  into 
management  score  cards.  Whether  this  concept 
is  achievable  remains  to  be  seen;  however,  it 
certainly  creates  tremendous  pressure  on  man¬ 
agers  to  focus  on  overhead-cost  control. 

Some  contractors  report  a  cultural  change  in 
dealing  with  the  government  in  connection  with 
managing  overhead.  They  are  working  more 
closely  with  the  government  on  the  joint  objec¬ 
tive  of  avoiding  any  major  surprises  involving 
increasing  overhead  costs.  In  some  cases,  gov¬ 
ernment  personnel  from  the  local  Defense  Con¬ 
tract  Management  Agency  cognizant  office  meet 
on  a  regular  basis  with  overhead-pool  managers 
at  the  company’s  monthly  overhead  meetings  to 
discuss  reasons  for  cost  variances.  Previously, 
the  contractor  would  mail  certain  overhead  re¬ 
ports  to  the  government  for  review.  A  signifi¬ 


cant  improvement  in  maintaining  currency  re¬ 
garding  overhead  problems  has  been  noted  by 
government  personnel,  and  a  more  open,  trust¬ 
ing  relationship  between  the  two  parties  seems 
to  exist.  In  addition,  contractors  report  that  gov¬ 
ernment  employees  seem  more  focused  on  un¬ 
derstanding  their  business  processes  as  a  means 
of  monitoring  overhead  costs  rather  than  rely¬ 
ing  on  reports  previously  created  for  their  use. 

In  summary,  it  is  apparent  that  defense  contrac¬ 
tors  are  concerned  about  the  significant  prob¬ 
lem  of  a  drastically  declining  business  base  and 
the  resultant  impact  on  overhead  rates.  If  not 
addressed  by  management,  the  problem  could 
result  in  increased  costs  to  program  offices  on 
flexibly  priced  contracts  and  spiraling,  noncom¬ 
petitive,  overhead  rates  for  defense  contractors. 
Contractors  have  studied  and  continue  to  study 
what  can  be  done.  They  are  cutting  overhead 
costs,  reducing  their  workforce,  eliminating 
excess  capacity,  and  consolidating  operations. 
Significant  reductions  are  being  made  in  dis¬ 
cretionary  spending  through  cuts  in  capital 
spending  on  plants  and  equipment,  machinery 
and  tooling,  IR&D,  and  bid  and  proposal  ex¬ 
penses.  Concerted  efforts  are  being  made  to 
streamline  operations  by  examining  the  best  and 
lowest-cost  business  practices  in  numerous 
functions  throughout  the  corporation. 
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6 

IMPACT  OF  GOVERNMENT  CONTRACTING 

REQUIREMENTS 


INTRODUCTION 

Significant  differences  exist  in  the  way  prices 
for  products  and  services  are  determined  in  the 
commercial  versus  government  contracting 
marketplaces.  In  the  commercial  environment, 
the  price  paid  by  the  customer  is  usually  always 
determined  by  the  demand  for  the  product  in 
an  open,  competitive  marketplace.  In  pricing 
products  for  that  market,  commercial  compa¬ 
nies  initially  estimate  the  direct  material  and 
direct  labor  required  and  apply  all  related  indi¬ 
rect  rates;  and  then  they  add  a  margin  to  cover 
the  expenses  of  marketing,  sales,  research,  de¬ 
velopment,  and  administrative  expenses.  The 
initial  pricing  estimate  is  compared  with  com¬ 
petitive  prices,  and  market  price  adjustments  are 
then  made. 

The  costs  of  marketing,  sales,  research,  devel¬ 
opment,  and  administrative  expenses  are  viewed 
as  “period  costs,”  i.e.,  those  costs  are  written 
off  in  a  lump  sum  against  profit  on  the  finan¬ 
cial  statements  for  each  fiscal  period.  Typically, 
these  period  costs  are  not  allocated  in  any  way 
to  specific  products  or  contracts.  Customers  in 
the  commercial  marketplace  are  interested  only 
in  the  price  they  are  paying  and  not  in  the  break¬ 
down  of  the  direct  and  indirect  costs  within  the 
producing  company. 

Furthermore,  even  if  there  is  an  interested  cus¬ 
tomer  in  a  product-cost  breakdown,  the  cus¬ 
tomer  has  no  legal  right  to  see  the  cost  data. 
However,  in  the  acquisition  of  weapon  systems 
where  competitive  prices  do  not  exist,  the  break¬ 
down  of  the  cost  becomes  very  important. 


Under  a  cost-based  pricing  methodology,  which 
is  used  extensively  in  weapons  systems  procure¬ 
ment,  a  price  must  be  negotiated  with  each  cus¬ 
tomer  for  each  contract.  Under  cost-based  pric¬ 
ing,  the  contractor  must  assign  all  costs  as 
logically  as  possible  to  each  contract  using  a 
“full  costing”  concept.  The  full  cost  of  a  con¬ 
tract  is  the  sum  of  the  direct  costs  plus  a  fair 
share  of  all  applicable  indirect  costs,  including 
the  period  costs  of  marketing,  sales,  research, 
development,  and  administrative  expenses. 

Therefore,  for  the  DoD  as  a  customer,  the 
contractor’s  cost  allocation  methods  play  a 
major  role  in  determining  the  price  of  not  only 
cost-reimbursable  contacts  but  also  any  nego¬ 
tiated  fixed-price  contracts.  The  type  of  con¬ 
tract  used  is  important  to  the  government’s  right 
of  access  to  information  on  the  contractor’s  in¬ 
direct  costs.  Later  in  this  guide,  the  types  of 
contracts  used  in  defense  contracting  and  how 
these  contract  types  affect  indirect  rates  are  dis¬ 
cussed  in  detail. 

When  there  is  a  mix  of  negotiated  government 
contracts  and  commercial  business  in  a 
contractor’s  facilities,  a  need  for  more  accurate 
cost-allocation  methodologies  (as  compared  to 
the  commercial  business  environment)  is  readily 
apparent.  DoD’s  concern  is  that  indirect-cost 
allocations  should  be  no  more  than  necessary, 
and  the  government  should  pay  no  more  than 
its  fair  share.  Therefore,  considerable  involve¬ 
ment  by  government  personnel  should  be  ex¬ 
pected  in  the  monitoring  of  indirect-cost  allo¬ 
cations.  An  accurate  allocation  of  indirect  costs 
is  important  because  incorrect  allocation  can 
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result  in  charging  defense  contracts  for 
nondefense-related  costs  or  in  one  contract  sub¬ 
sidizing  other  contracts  through  the  allocation 
of  a  disproportionate  share  of  indirect  costs. 
However,  in  the  interest  of  working  with  con¬ 
tractors  in  a  constructive  “win-win”  manner,  the 
contractor’s  methods  of  allocating  indirect  costs 
should  only  be  contested  if  there  is  a  material 
difference  in  costs  that  would  result  from  using 
different  allocation  methods. 

Because  of  significant  differences  of  opinion 
about  the  proper  allocation  of  indirect  costs 
where  material  differences  do  exist,  numerous 
government  regulations  have  resulted.  Essen¬ 
tially,  the  government  cost  regulations  related 
to  indirect  costs  are  contained  in  the  Federal 
Acquisition  Regulations  (FARs)  and  the  Cost 
Accounting  Standards  (CASs).  The  cost  prin¬ 
ciples  in  the  FAR  apply  to  contracts,  subcon¬ 
tracts,  and  modifications  when  the  price  is  ne¬ 
gotiated  on  the  basis  of  analysis  of  the 
contractor’s  costs.  The  cost  principles  determine 
cost  reimbursement,  negotiation  of  indirect 
rates,  and  other  cost  determinations  or  negotia¬ 
tions  required  by  a  contract.  Requirements  of 
the  FAR  are  discussed  in  greater  detail  later. 

The  rules  governing  the  applications  of  CASs 
for  the  allocation  of  indirect  costs  are  consid¬ 
ered  by  many  procurement-acquisition  profes¬ 
sionals  to  be  very  complex.  Nevertheless,  un¬ 
less  specifically  exempted,  all  negotiated 
government  contracts  or  subcontracts  of  more 
than  $500,000  are  subject  to  modified  CAS 
coverage.  Full  CAS  coverage  applies  if  the 
contractor  receives  a  single  negotiated  award 
of  $50  million  or  more  or  had  $50  million  in 
CAS-covered  net  awards  during  the  preced¬ 
ing  cost-accounting  period  and  at  least  one  of 
them  exceeded  $7.5  million.  Exemptions  from 
CASs  apply  to  contracts  with  small  busi¬ 
nesses,  sealed  bid  awards,  commercial  items, 
and  contracts  with  foreign  governments. 
Greater  details  regarding  CAS  requirements 


that  influence  indirect  costs  are  provided  in 
Chapter  7. 

Currently,  one  major  initiative  of  the  Defense 
Contract  Management  Agency  (DCMA)  is 
monitoring  defense  contractor  indirect  costs. 
DCMA  is  concerned  with  the  large  amount  of 
costs  tied  up  in  overhead  in  the  defense  mar¬ 
ketplace  where  contracts  are  often  awarded  on 
a  noncompetitive  basis.  DCMA  is  also  concerned 
with  large  reductions  in  the  defense  business 
base,  which  will  naturally  cause  indirect  rates  to 
go  up.  In  addition,  during  the  past  few  years,  a 
change  has  occurred  in  the  way  DoD  contracts 
for  research  and  development  work.  This  change 
places  a  major  emphasis  on  using  flexibly  priced 
contracts  instead  of  fixed-price  contracts.  There¬ 
fore,  DoD  is  placed  in  a  position  of  assuming 
more  risk  for  indirect  costs. 

RELEVANCE  OF  CONTRACT  TYPE 

Because  of  the  complexity  of  contractual  ar¬ 
rangements,  the  management  of  indirect  costs 
is  far  more  complicated  for  firms  engaged  in 
government  contracts  than  it  is  for  firms  en¬ 
gaged  in  commercial  business.  In  the  commer¬ 
cial  environment,  contracts  are  basically  all 
firm,  fixed-price  agreements.  This  is  not  the  case 
in  the  defense  environment.  To  recognize  the 
impact  that  changes  in  indirect  cost  rates  have 
on  both  the  defense  contractor  and  the  govern¬ 
ment,  it  is  vital  to  understand  the  various  types 
of  contracts  used  in  government  work.  In  some 
cases,  increases  in  indirect  costs  are  totally  or  par¬ 
tially  paid  by  the  customer  —  the  government. 

The  type  of  contract  used,  generally  a  matter  of 
negotiation,  may  vary  significantly  based  on  the 
degree  of  responsibility  assumed  by  the  con¬ 
tractor  for  the  costs  of  performance,  including 
the  allocation  of  an  appropriate  amount  of  in¬ 
direct  cost.  A  large  assortment  of  contract  types 
provide  the  flexibility  necessary  to  acquire  the 
large  variety  of  products  and  services  the  gov- 


6-2 


eminent  requires.  The  objective  is  to  negotiate  a 
contract  type  that  results  in  reasonable  contrac¬ 
tor  risks  and  provides  the  contractor  with  the  great¬ 
est  incentive  for  economical  performance. 

It  should  be  noted  that  the  type  of  contract  used 
on  a  given  program  will  often  change  over  time. 
For  example,  in  the  course  of  a  weapons  sys¬ 
tems  acquisition  program,  changing  circum¬ 
stances  may  make  a  different  contract  type  more 
appropriate  later  than  the  one  used  at  the  be¬ 
ginning  of  the  program.  Government  contracts 
are  broadly  classified  as  being  either  in  the  cost- 
reimbursement  or  fixed-price  family  of  contract 
types.  Between  these  two  basic  families,  nu¬ 
merous  incentive  arrangements  share  cost  re¬ 
sponsibility  between  the  government  and  the 
contractor. 

A  cost-reimbursement  contract  is  used  when  the 
cost  of  contract  performance  cannot  be  pre¬ 
dicted  with  accuracy,  such  as  in  the  develop¬ 
ment  of  weapons  systems.  This  is  especially  tme 
when  research  and  development  work  is  re¬ 
quired,  performance  uncertainties  exist,  or  en¬ 
gineering  changes  are  likely.  These  situations 
make  it  difficult  to  estimate  future  costs,  and 
the  contractual  scope  of  work  cannot  be  de¬ 
scribed  adequately  enough  for  the  contractor  to 
guarantee  performance  at  a  fixed  price. 

Though  the  government  generally  prefers  not 
to  use  cost-type  contracts,  using  them  permits 
the  government  to  contract  for  complex  work 
that  would  otherwise  present  too  great  a  cost 
risk  to  contractors.  An  estimate  of  total  cost, 
including  an  appropriate  allocation  of  indirect 
costs,  is  necessary  under  cost-type  contracts  for 
the  purpose  of  obligating  funds  and  establish¬ 
ing  a  ceiling  that  the  contractor  may  not  ex¬ 
ceed.  If  the  contractor  exceeds  the  estimate  of 
total  costs,  he  does  so  at  his  own  risk.  The  esti¬ 
mated  total  cost  is  also  very  important  for  ne¬ 
gotiating  the  fee  on  the  cost-type  contract.  Of 
course,  estimated  indirect  rates  are  used  in  ne¬ 


gotiating  cost-type  contracts  to  give  the  parties 
an  idea  of  the  likely  indirect  rates  that  will  be 
realized  during  contract  performance.  There  are 
several  varieties  of  cost-reimbursement  con¬ 
tracts. 

Under  a  cost-plus-fixed-fee  (CPFF)  contract, 
the  contractor  is  reimbursed  for  his  actual  cost, 
subject  to  certain  government  requirements  re¬ 
garding  allowability,  plus  a  negotiated  fixed  fee. 
The  large  numbers  of  costs,  which  may  be  un¬ 
allowable  and  are  generally  of  an  indirect-  rather 
than  a  direct-cost  nature,  will  be  discussed  later. 

The  fixed  fee  is  negotiated  at  the  beginning  of 
the  contract  and  does  not  change  regardless  of 
the  amount  of  actual  cost  incurred.  The  fee  may 
be  adjusted  later,  however,  as  a  result  of  modi¬ 
fications  to  work  performed  under  the  contract. 
Since  the  contractor  is  paid  actual  costs  for  us¬ 
ing  the  best  efforts  to  accomplish  the  work 
within  the  specified  time,  the  CPFF  contract 
provides  the  contractor  with  only  a  minimum 
incentive  to  control  costs.  Therefore,  this  type 
of  contract  results  in  the  government  assuming 
all  of  the  cost  risks,  since  the  final  price  is  de¬ 
termined  after  the  work  is  performed  and  after 
actual  costs  are  known. 

A  cost-plus-incentive-fee  contract  (CPIF)  is  a 
cost-reimbursement  contract  that  provides  for 
a  fee  that  is  adjusted  by  a  formula  according  to 
the  relationship  of  total  allowable  costs  to  tar¬ 
get  costs.  The  target  cost,  target  fee,  minimum 
and  maximum  fee,  and  the  fee-adjustment  for¬ 
mula  are  negotiated  at  the  outset.  The  fee  paid 
to  the  contractor  is  negotiated  after  contract  per¬ 
formance  and  final  actual  costs  are  determined, 
using  the  formula  and  the  minimum  and  maxi¬ 
mum  fees.  A  cost-plus-award-fee  (CPAF)  con¬ 
tract  is  a  cost-reimbursement  contract  with  spe¬ 
cial  fee  provisions.  The  fee  has  two  parts,  a  fixed 
portion  and  a  variable  portion,  to  be  awarded 
based  on  the  caliber  of  performance  in  specific 
contract  areas.  These  include  quality,  schedule. 
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creativity,  and  cost  effectiveness,  as  determined 
by  the  government.  Recently,  some  program  of¬ 
fices  place  a  great  deal  of  emphasis  on  estab¬ 
lishing  award  fee  factors  to  help  regulate  the 
contractor’s  ability  to  control  indirect  costs. 

From  the  government’s  perspective,  a  cost- 
reimbursement  contract  is  used  only  when  the 
contractor’s  accounting  system  is  adequate  for 
determining  costs  applicable  to  the  contract  and 
when  appropriate  government  surveillance  dur¬ 
ing  performance  will  provide  reasonable  assur¬ 
ance  that  effective  cost  controls  are  used.  Under 
cost-reimbursement  contracts,  the  contractor,  in 
the  final  analysis,  is  reimbursed  for  actual,  not 
estimated,  indirect  costs. 

From  the  contractor’s  perspective,  if  a  large  in¬ 
crease  in  indirect-cost  rates  between  the  initial 
pricing  of  the  contract  and  the  negotiation  of 
final  actual  indirect  rates  is  experienced,  the 
negative  financial  impact  would  only  be  a  re¬ 
duction  in  fee  under  a  CPIF  arrangement.  The 
government  pays  the  cost  of  the  increase  in  in¬ 
direct  rates.  Therefore,  from  the  government’s 
perspective,  the  higher  the  value  and  percent¬ 
age  of  cost-reimbursable  contracts,  the  greater 
the  need  for  review  of  the  contractor’s  manage¬ 
ment  controls  over  indirect  costs.  Final  indi¬ 
rect  rates  are  discussed  in  Chapter  8,  where  in¬ 
direct  rates  contractors  use  in  dealing  with  the 
government,  forward  pricing,  billing,  and  ac¬ 
tual  rates  are  discussed. 

The  fixed-price  contract  is  suitable  for  acquir¬ 
ing  commercial  products  or  for  acquiring  sup¬ 
plies  or  services.  Suitability  is  determined  on 
the  basis  of  reasonably  definite  functional  or 
detailed  specifications  when  the  contracting  of¬ 
ficer  can  establish  fair  and  reasonable  prices  at 
the  outset.  The  fixed-price  family  of  contracts 
may  provide  for  a  firm-fixed  price  or  an  adjust¬ 
able  fixed  price.  The  firm-fixed-price  contract 
provides  for  a  price  that  cannot  be  adjusted  be¬ 
cause  of  the  contractor’s  cost  experience  in  per¬ 


forming  the  contract.  However,  the  fixed-price 
contract,  with  an  economic  price-adjustment 
provision,  leaves  the  contract  open  for  a  later 
adjustment  of  contract  price.  This  adjustment 
is  based  upon  the  occurrence  of  contingencies 
specifically  defined  in  the  contract.  This  type 
of  contract  is  applicable  to  circumstances  where 
uncertainty  exists  as  to  the  stability  of  market 
or  labor  conditions,  e.g.,  inflation  or  cost-of- 
living  adjustments. 

The  fixed-price-incentive  (FPI)  contract  is  a 
fixed-price  contract.  The  price  of  the  FPI  is  ad¬ 
justed  by  a  provision  that  changes  profit  accord¬ 
ing  to  a  formula  based  on  the  relationship  of 
final  negotiated  total  cost  to  target  cost.  In  an 
FPI  contract,  the  following  items  are  negotiated: 
target  cost,  target  profit,  price  ceiling,  and  a 
formula  for  establishing  final  profit  and  price. 

After  performance  of  the  contract,  final  costs 
are  negotiated;  and  the  contract  price  is  estab¬ 
lished  by  using  the  formula.  If  the  final  costs 
are  less  than  the  target  costs,  the  final  profit  is 
more  than  the  target  profit.  On  the  other  hand, 
when  the  final  cost  is  more  than  the  target  cost, 
application  of  the  formula  results  in  a  final  profit 
that  is  less  than  the  target  profit;  or  it  may  even 
result  in  a  loss.  If  the  final  negotiated  cost  ex¬ 
ceeds  the  price  ceiling,  the  contractor  absorbs 
all  costs  above  the  ceiling  as  a  loss.  It  is  impor¬ 
tant  to  note  that,  even  under  the  FPI  contract 
where  there  are  cost  overruns,  the  contractor  is 
paid  his  final  allowable  actual  costs,  including 
an  appropriate  share  of  indirect  costs  up  to  the 
negotiated  ceiling  amount. 

However,  from  the  contractor’s  perspective,  the 
management  of  the  indirect  cost  estimating  pro¬ 
cess  is  more  stringently  tested  with  the  fixed- 
price  family  of  contracts.  Under  fixed- price 
contracts,  the  contractor  develops  indirect-cost 
rates  that  reflect  greater  risk  to  the  contractor 
for  both  cost  and  performance.  This  type  of  con¬ 
tract  provides  maximum  incentive  for  the  con- 
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tractor  to  perform  efficiently  and  to  control  indi¬ 
rect  costs.  It  also  imposes  a  minimum  adminis¬ 
trative  burden  on  both  the  government  and  the 
contractor.  Therefore,  from  the  government’s 
perspective,  fixed-price  contracts  are  preferred 
when  contract  costs  can  be  estimated  with  rea¬ 
sonable  accuracy  and  when  performance  re¬ 
quirements  are  reasonably  certain. 

In  summary,  under  cost-type  contracts,  the  gov¬ 
ernment  absorbs  all  increased  costs  that  result 
from  indirect-rate  increases  occurring  during 
contract  performance  and  that  are  over  the  rate 
negotiated  at  the  time  of  contract  award.  Under 
firm-fixed-price  contracts,  the  contractor  ab¬ 
sorbs  all  increased  costs  due  to  indirect-rate  in¬ 
creases  during  contract  performance.  Of  course, 
the  opposite  would  be  the  case  if  indirect-cost 
rates  decrease.  Under  cost-type  contracts,  the 
government  receives  the  benefit  through  de¬ 
creased  cost.  However,  under  firm-fixed-price 
contracts,  the  contractor  receives  the  benefit 
through  increased  profits.  For  a  more  detailed 
discussion  of  contract  types,  see  Part  16  of  the 
Federal  Acquisition  Regulation. 

FEDERAL  ACQUISITION 
REGULATION  (FAR)  REQUIREMENTS 

As  briefly  discussed  in  Chapter  2,  one  of  the 
most  significant  influences  on  indirect  costs  in 
defense  contracting  is  the  category  of  unallow¬ 
able  costs  established  by  the  FAR.  For  various 
reasons,  the  government  will  not  pay  many 
costs;  for  example,  it  will  not  pay  interest  cost, 
even  though  it  is  commonly  recognized  as  nor¬ 
mal  and  necessary.  In  fact,  interest  expense  is 
such  a  significant  amount  that  it  is  separately 
called  out  as  a  major  expense  on  published  cor¬ 
porate  financial  statements.  But  from  the  gov¬ 
ernment  perspective,  paying  for  interest  costs 
amounts  to  favoring  those  companies  that  fi¬ 
nanced  their  business  with  debt,  as  opposed  to 
stockholder  equity.  The  company  could  simply 
pass  on  the  interest  charges  under  negotiated 


contracts  to  the  government,  whereas  the  com¬ 
pany  that  financed  with  stockholders  equity 
would  not  incur  any  interest  costs. 

Other  common  business  expenses  that  are  un¬ 
allowable  are  contributions  made  to  charitable 
organizations.  If  the  government  paid  for  con¬ 
tributions  to  charities  by  defense  contractors, 
in  effect  the  contractor  rather  than  the  govern¬ 
ment  would  be  deciding  which  charities  should 
receive  taxpayer  dollars.  The  allowability  of 
costs  can  always  be  expected  to  present  a  prob¬ 
lem  for  defense  contractors  because  the  busi¬ 
ness  is  often  too  complicated  to  perform  on  any 
basis  other  than  some  type  of  negotiation  based 
on  costs. 

The  rules  governing  the  allowability  of  costs 
for  defense  contractors  are  contained  in  the  FAR 
Part  3 1 ,  and  in  DoD  Federal  Acquisition  Supple¬ 
ment  (DFARS),  Part  231.  In  practice,  these 
regulations  are  referred  to  as  the  “cost  prin¬ 
ciples”;  but  they  are  equally  applicable  to  the 
pricing  of  fixed-price  contracts  whenever  the 
price  is  based  upon  cost  data. 

Within  the  past  few  years.  Congress  has  become 
very  involved  in  setting  rules  for  the  allowability 
of  contract  costs.  The  basis  for  new  or  changed 
cost  principles  often  originates  with  legislative 
changes.  For  example,  changes  occurred  in  the 
FARs  after  the  infamous  “dog  kennel  charges” 
claimed  by  a  General  Dynamics  executive  (dis¬ 
closed  during  congressional  hearings)  and  after 
the  Navy  “Ill  Wind”  investigation  into  the  ac¬ 
tivities  of  defense  consultants.  These  horror  sto¬ 
ries  brought  about  legislation  that  resulted  in 
more  complex  regulations  governing  indirect 
costs,  more  unallowable  costs,  and  a 
requirement  for  contractors  to  certify  their  indirect- 
cost  claims.  As  a  consequence,  contractors  are 
now  at  risk  of  being  assessed  severe  penalties, 
such  as  the  doubling  of  the  amount  of  unal¬ 
lowable  costs  taken  out  of  their  indirect-cost 
claims. 
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Cost  Allowability 

The  criteria  for  the  allowability  of  costs  is  defined 
in  FAR  3 1 .201-2,  which  lists  factors  to  be  consid¬ 
ered  in  determining  whether  a  cost  is  allowable. 
These  factors  include  the  following  items: 

•  reasonableness 

•  allocability 

•  cost  accounting  standards,  if  applicable  (oth¬ 
erwise  generally  accepted  accounting  prin¬ 
ciples  and  practices) 

•  terms  of  the  contract 

•  limitations  established  by  FAR  subpart  3 1 .2, 
“Contracts  with  Commercial  Organizations,” 
which  discusses  selected  costs  and  numer¬ 
ous  unallowable  costs 

Reasonableness 

In  practice,  applying  the  reasonableness  crite¬ 
ria,  as  defined  in  FAR  3 1 .201-3,  is  not  easy.  What 
is  reasonable  depends  on  many  considerations 
and  circumstances  involving  the  nature  and 
amount  of  the  cost  in  question.  What  is  reason¬ 
able  to  one  person  may  be  completely  unreason¬ 
able  to  another.  From  the  government’s  perspec¬ 
tive,  reasonableness  of  specific  costs  is  of  particular 
concern  in  connection  with  contracts  awarded 
without  competitive  forces  present.  Judgment  is 
required  to  determine  the  reasonableness  of  a  given 
cost.  Consideration  should  be  given  to  the  fol¬ 
lowing  questions: 

•  Is  the  cost  generally  recognized  as  ordinary 
and  necessary  for  the  conduct  of  the 
contractor’s  business  or  for  contract  perfor¬ 
mance? 

•  Is  the  cost  acceptable  in  terms  of  sound  busi¬ 
ness  practices,  arm’s-length  bargaining,  and 
federal  and  state  laws  and  regulations? 

•  Would  a  prudent  businessman  make  this  de¬ 
cision  in  competitive  circumstances? 

•  Are  there  significant  deviations  from  the  es¬ 
tablished  practices  of  the  contractor? 


When  the  government  questions  a  cost,  the  bur¬ 
den  of  proof  is  upon  the  contractor  to  establish 
that  the  cost  is  reasonable.  An  example  of  how 
the  government  can  question  an  indirect  cost 
based  on  reasonableness  would  be  a  case  in 
which  a  contractor  charges  for  the  use  of  its  own 
corporate  aircraft  when  commercial  flights  are 
available  at  a  lesser  cost. 

Allocability 

Allocability  means  that  each  contract  should 
receive  only  its  fair  share  of  all  costs.  Some 
connection  must  be  shown  between  each  con¬ 
tract  and  any  costs  that  are  assigned  to  it.  The 
allocability  of  indirect  costs  is  an  extremely 
sensitive  area,  particularly  when  a  mix  between 
government  and  commercial  products  exists,  or 
when  there  are  different  contract  types.  The 
government’s  aim  is  to  avoid  paying  costs  in¬ 
curred  primarily  for  the  benefit  of  a  contractor’s 
commercial  contracts. 

Detailed  regulatory  guidance  relating  to  allo¬ 
cability  is  provided  in  FAR  31.201-4.  A  cost  is 
allocable  if  it  is  assignable  or  chargeable  to  one 
or  more  cost  objectives  on  the  basis  of  relative 
benefits  received  or  other  equitable  relation¬ 
ships.  Subject  to  the  foregoing,  a  cost  is  allo¬ 
cable  to  a  government  contract  if  it  is: 

•  incurred  specifically  for  the  contract; 

•  beneficial  to  both  the  contract  and  other  work 
and  is  distributable  to  them  in  reasonable  pro¬ 
portion  to  the  benefits  received;  or 

•  necessary  to  the  overall  operation  of  the 
business,  although  a  direct  relationship  to 
any  particular  cost  objective  cannot  be 
shown. 

It  should  be  noted  that  the  FAR  cost  principles 
refer  in  some  cases  to  the  required  use  of  cer¬ 
tain  CASs.  Cost  accounting  standards  contain 
significantly  more  guidance  related  to  alloca¬ 
bility  than  the  FAR.  The  many  requirements  of 
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the  CASs  that  affect  indirect  costs  are  covered 
in  more  depth  in  Chapter  7.  Briefly,  all  con¬ 
tracts  subject  to  CASs  must  meet  more  restric¬ 
tive  requirements  concerning  how  costs  are  al¬ 
located  to  contracts.  However,  even  under  the 
CASs,  the  contractor  still  has  considerable  op¬ 
tions  in  determining  the  methodology  for  allo¬ 
cating  indirect  costs.  Since  each  contractor  al¬ 
locates  indirect  cost  under  his  own  accounting 
system,  government  personnel  must  evaluate 
whether  the  allocation  bases  used  by  the  con¬ 
tractor  for  the  allocation  of  indirect  costs  are 
equitable. 

Generally  Accepted  Accounting  Principles 

Generally  accepted  accounting  principles 
(GAAP)  provide  the  overall  framework  for  all 
accounting.  They  provide  guides  for  acceptable 
financial  reporting,  but  detailed  cost-accounting 
practices  are  not  covered.  Financial  reports  are 
primarily  for  stockholders,  investors,  and  others 
interested  in  the  financial  results  of  the  corpo¬ 
ration  as  a  whole.  To  assure  that  profits  and 
losses  are  fairly  stated  for  each  year,  such  finan¬ 
cial  reporting  principles  focus  only  on  cost  al¬ 
locations  between  fiscal  years. 

The  GAAP  do  not  delve  into  the  acceptable 
methodologies  for  allocating  indirect  costs  to 
specific  cost  objectives,  such  as  defense  con¬ 
tracts.  In  fact,  one  of  the  primary  reasons  for 
the  creation  of  the  Cost  Accounting  Standards 
Board  (CASB)  was  the  inadequacy  of  GAAP 
to  define  the  criteria  for  acceptable  bases  for 
cost  accounting  related  to  defense  contracts.  Al¬ 
though  GAAP  is  defined  in  the  FARs  as  a  re¬ 
quirement  for  allowability  of  contract  cost,  the 
principles  are  of  very  limited  value  in  estab¬ 
lishing  allowability. 

Contract  Terms 

Some  costs  may  be  specifically  listed  in  a  con¬ 
tract  as  unallowable  by  mutual  agreement  be¬ 


tween  the  contractor  and  the  government  at  the 
time  the  contract  is  negotiated.  The  contract  may 
also  provide  specific  criteria  that  must  be  met 
before  a  cost  is  considered  allowable,  or  it  may 
specify  certain  limits  that  cannot  be  exceeded. 
For  example,  a  contract  may  state  that  cer¬ 
tain  large-scale  employee  relocations  must  be 
approved  by  the  contracting  officer  before  the 
costs  are  incurred;  or  it  may  state  that  such 
costs  are  allowable  only  up  to  a  specific 
amount  for  each  employee  or  a  specific  total 
amount. 

Some  contracts,  particularly  those  involving 
cost-sharing  arrangements,  may  contain 
indirect-rate  ceilings  that  are  incorporated  into 
the  contract.  Indirect-rate  ceilings  may  also 
be  incorporated  into  contracts  when  the  con¬ 
tractor  is  a  new  supplier,  and  there  is  no  past 
record  of  incurred  indirect  costs.  In  addition, 
an  indirect-rate  ceiling  may  be  incorporated 
into  a  contract  when  the  contractor  has  a  re¬ 
cent  record  of  rapidly  increasing  indirect-cost 
rates. 

When  would  the  government  want  to  incor¬ 
porate  indirect  rate  ceilings?  When  a  contrac¬ 
tor  seeks  to  enhance  its  competitive  position 
in  a  particular  pricing  decision,  it  may  base 
its  proposal  on  indirect-cost  rates  that  are 
lower  than  those  that  may  reasonably  be  ex¬ 
pected  to  occur  during  contract  performance. 
Of  course,  two  parties  are  required  for  a  con¬ 
tract;  and  the  contractor  may  not  agree  to  such 
rate  ceilings. 

SELECTED  COSTS 

FAR  31.205,  “Selected  Costs,”  provides  substan¬ 
tial  guidance  on  the  allowability  of  49  major  clas¬ 
sifications  of  costs.  Some  of  the  costs  discussed 
in  the  regulations  are  unallowable.  Some  are  par¬ 
tially  unallowable,  and  some  are  fully  allowable. 
A  very  careful  reading  of  the  FARs  is  required  to 
determine  which  costs  are  unallowable. 
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Examples  of  costs,  considered  totally  unallow¬ 
able,  include  these  items: 

•  alcoholic  beverages 

•  bad  debts 

•  contingencies 

•  contributions  or  donations 

•  entertainment 

•  fines  and  penalties 

•  interest  and  other  financial  costs 

•  losses  on  other  contracts 

•  organization  costs 

•  goodwill 

•  executive  lobbying 

•  asset  valuations  resulting  from  business  com¬ 
binations 

Examples  of  costs  that  may  be  partially  unal¬ 
lowable  follow: 

•  public  relations  and  advertising 

•  compensation  for  personal  services 

•  employee  morale,  health,  and  welfare 

•  idle  facilities  and  idle  capacity 

•  independent  research  and  development 

•  bid  and  proposal  expenses 

•  legislative  lobbying 

•  patent  costs 

•  professional  and  consultant  services 

•  recruitment  costs 

•  relocation  costs 

•  rental  costs 

•  selling  costs 

•  taxes 

•  travel  costs 

To  demonstrate  why  careful  reading  of  the  EARs 
is  required  to  determine  the  allowability  of  cost, 
let  us  examine  the  first  EAR  provision  for  se¬ 
lected  cost,  EAR  31.205-1,  “Public  Relations 
and  Advertising.”  Each  of  these  major  costs  are 
defined,  then  particular  items  are  specified  as 
allowable  or  unallowable.  Public  relations  in¬ 
cludes  all  functions  and  activities  dedicated  to 


maintaining,  protecting,  and  enhancing  the  im¬ 
age  of  a  concern  or  its  products.  It  also  includes 
maintaining  or  promoting  a  reciprocal  under¬ 
standing  and  favorable  relations  with  the  gen¬ 
eral  public  or  with  any  segment  of  the  public. 

Advertising  is  the  use  of  media  to  promote  the 
sale  of  products  or  services.  Advertising  media 
include,  but  are  not  limited  to,  the  following  items: 

•  conventions 

•  exhibits 

•  free  goods 

•  samples 

•  magazines 

•  newspapers 

•  trade  papers 

•  radio 

•  television 

The  only  allowable  advertising  costs  are  those 
that  are  used  to: 

•  fulfill  specific  contract  requirements; 

•  recruit  personnel  required  for  the  contract; 

•  acquire  scarce  items  for  contract  performance; 

•  dispose  of  scrap  or  surplus  materials  acquired 
for  contract  performance;  and 

•  promote  the  exportation  of  products  that  are 
usually  sold  to  the  U.S.  Government.  (This 
includes  trade  shows  and  items  that  require 
a  significant  effort  to  sell  outside  of  the 
United  States.) 

However,  such  costs  do  not  include  costs  of 
sales  promotion  or  memorabilia  items,  such  as 
models,  souvenirs,  and  gifts.  Sales-promotion 
costs  are  unallowable.  Physical  facilities  that 
are  primarily  used  for  entertainment  rather  than 
for  product  promotion  are  also  unallowable. 

The  only  allowable  public  relations  costs  are 
those  used  to: 

•  fulfill  specific  contract  requirements; 
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•  respond  to  inquires  about  company  policies 
and  activities; 

•  communicate  with  the  public,  press,  stock¬ 
holders,  creditors,  and  customers; 

•  conduct  general  liaison  with  news  media  and 
government  public  relations  officers; 

•  participate  in  community  service  activities, 
such  as  blood  drives,  savings  bond  drives, 
charity  drives,  etc.;  and 

•  conduct  plant  tours,  keel  layings,  and  aircraft 
rollouts. 

Both  the  contractor  and  the  government  must 
have  personnel  who  are  very  familiar  with 
these  regulations  working  in  the  indirect-cost 
area. 

While  the  guidance  provided  in  the  FARs  is 
substantial,  the  discussed  “selected  costs”  do 
not  cover  every  situation.  The  failure  to  ad¬ 
dress  any  item  of  cost  in  the  FAR  is  not  in¬ 
tended  to  imply  that  it  is  either  allowable  or 
unallowable. 

ADVANCE  AGREEMENTS 

Since  the  allowability  of  costs  may  be  subject  to 
various  interpretations,  FAR  3 1. 109  recommends 
that  certain  controversial  costs  be  part  of  an  ad¬ 
vance  agreement  between  the  contractor  and  the 
government.  Advance  agreements  are  strongly 
recommended  for  companies  that  do  substantial 
business  with  the  government  on  the  basis  of  ne¬ 
gotiation.  Advance  agreements  may  be  negoti¬ 
ated  either  before  or  during  a  contract  but  should 
be  negotiated  before  incurrence  of  the  cost  in¬ 
volved.  The  agreements  must  be  in  writing,  ex¬ 
ecuted  by  both  contracting  parties,  and  incorpo¬ 
rated  into  applicable  current  and  future  contracts. 

Examples  of  costs  for  which  there  may  be  dif¬ 
fering  interpretations  relating  to  reasonableness 
and  for  which  advance  agreements  may  be  es¬ 
pecially  beneficial  include  the  following: 


•  precontract  costs  (costs  that  are  incurred  be¬ 
fore  the  effective  date  of  a  contract  and  that 
may  be  necessary  for  meeting  the  delivery 
schedule) 

•  compensation  for  personal  services,  includ¬ 
ing,  but  not  limited  to,  allowances  for  off¬ 
site  pay,  incentive  pay,  location  allowances, 
and  cost-of-living  differential 

•  use  charges  for  fully  depreciated  assets 

•  independent  research  and  development  ex¬ 
penses 

•  bid  and  proposal  expenses 

•  selling  and  distribution  expenses 

•  travel  and  relocation  costs 

•  costs  of  idle  facilities  and  idle  capacity 

•  plant  reconversion 

•  general  and  administrative  (G&A)  expenses 
in  some  cases,  e.g.,  corporations  with  foreign 
subsidiaries  or  government-owned  and 
contractor-operated  plants  (GOCOs) 

•  public  relations  and  advertising  expenses 

•  training  and  education  expenses 

Advance  agreements  help  avoid  controversies 
and  disagreements  in  the  treatment  of  costs  that 
arise.  But  an  advance  agreement  is  not  an  ab¬ 
solute  requirement,  and  the  absence  of  an  ad¬ 
vance  agreement  on  any  cost  should  not  effect 
the  reasonableness  of  the  cost. 

CERTIFICATION  OF 
INDIRECT  COSTS 

Contractors  are  required  to  submit  their  final 
indirect  cost  claim  for  each  fiscal  year  to  the 
government  within  6  months  after  the  end  of 
the  year.  Contractors  must  maintain  adequate 
controls  for  identifying  unallowable  costs  and 
ensuring  that  such  costs  are  not  included  in  pro¬ 
posals,  billings,  or  indirect-cost  claims  submit¬ 
ted  to  the  government.  DoD  now  requires  con¬ 
tractors  to  certify  their  final  indirect-cost  claim 
with  the  execution  of  a  “Certification  of  Indi¬ 
rect  Costs”  (Exhibit  13).  Industry  personnel 
often  call  this  the  “Weinberger  Certificate”;  it 
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CERTIFICATE  OF  FINAL  INDIRECT  COSTS 

This  is  to  certify  that  i  have  reviewed  this  proposai  to  estabiish  finai  indirect  cost  rates  and  to  the 

best  of  my  knowiedge  and  beiief: 

1.  Aii  costs  inciuded  in  this  proposai  (identify  proposai  and  date)  to  estabiish  finai  indirect  cost 
rates  for  (identify  period  covered  by  rate)  are  aiiowabie  in  accordance  with  the  cost  principies 
of  the  Federai  Acquisition  Reguiation  (FAR)  and  its  suppiements  appiicabie  to  the  contracts 
to  which  the  finai  indirect  cost  rates  wiii  appiy;  and 

2.  This  proposai  does  not  inciude  any  costs  which  are  expressiy  unaiiowabie  under  appiicabie 
cost  principies  of  the  FAR  or  its  suppiements. 

Firm: 

Signature: 

Name  of  Corporate  Officiai: 

Titie: 

Date  of  Execution: 


Exhibit  13.  Certificate  of  Finai  Indirect  Costs 


states  that  no  unallowable  costs  are  included  in 
the  submission  for  reimbursement  of  actual  in¬ 
direct  costs.  FAR  42.709  requires  penalties  to 
be  assessed  if  a  contractor  claims  a  cost  in  an 
indirect-cost  proposal  that  is  unallowable.  The 
penalty  provision  applies  only  to  “expressly  un¬ 
allowable  costs”  —  a  term  that  includes  only 
those  costs  specifically  unallowable  under  a  law, 
contract,  or  FAR/DFARS  cost  principle.  Pen¬ 
alties  are  severe  and  can  be  as  much  as  twice 
the  amount  of  the  unallowable  cost. 

UNUSUAL  INDIRECT-COST 
REQUIREMENTS 

Three  major  types  of  indirect  costs  are  histori¬ 
cally  controversial  and  are  accounted  for  in  a  very 
unique  way  in  the  government  contracting  envi¬ 
ronment.  These  are  the  costs  for  independent 
research  and  development  (IR&D),  bid  and  pro¬ 
posal  (B&P)  expenses,  and  cost  of  money  for 
facilities  capital.  IR&D  and  B&P  costs  are 


unique  because  of  their  required  method  of  ac¬ 
counting.  First,  accounting  is  performed  on  a 
direct,  project-oriented  basis  as  if  the  costs  were 
direct  costs;  next,  accounting  is  performed  as  if 
the  costs  were  indirect  costs.  In  the  past  few  years. 
Congress  has  directed  significant  changes  in  the 
allowability  of  IR&D  and  B&P  costs.  The  cost 
of  money  for  facilities  capital  is  an  unusual  indi¬ 
rect  cost  that  does  not  exist  in  the  commercial 
marketplace.  It  represents  an  “imputed”  cost  that 
is  an  amount  paid  to  the  contractor  for  a  cost 
that  he  does  not  actually  incur. 

Independent  Research  and  Development/ 
Bid  and  Proposal  Expenses 

All  companies  producing  high-technology 
products  must  make  large  investments  of  cor¬ 
porate  funds  in  research  and  development  work 
in  order  to  remain  competitive.  Large  invest¬ 
ments  must  also  be  made  in  proposing  new 
products  or  services  to  customers.  This  is  true 
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of  companies  vying  for  the  commercial  market 
as  well  as  of  defense  contractors.  The  nature  of 
this  work  varies  from  conducting  basic  research 
on  new  materials  to  developing  improvements 
in  stealth  technology.  It  also  varies  from  atten¬ 
dance  at  presolicitation  conferences  to  the  de¬ 
velopment  of  test  data  to  prepare  cost  estimates 
for  a  proposal.  These  efforts  represent  IR&D 
and  B&P,  terms  unique  to  government  contract¬ 
ing.  They  are  defined  as  follows: 

•  IR&D  consists  of  contractor  research  and  de¬ 
velopment  efforts  not  performed  under  con¬ 
tract  or  grant  and  not  required  for  the  prepa¬ 
ration  of  a  specific  bid  or  proposal,  either  gov¬ 
ernment  or  commercial.  IR&D  is  funded  and 
managed  at  the  contractor’s  discretion  from 
contractor-controlled  resources.  There  are 
four  kinds  of  IR&D:  basic  research,  applied 
research,  development,  and  systems  concept- 
formulation  studies. 

•  B&P  is  comprised  of  contractor  efforts  to 
prepare,  submit,  and  support  bids  and  pro¬ 
posals,  either  government  or  commercial, 
whether  or  not  the  bid  is  successful.  Both 
administrative  and  technical  efforts  are  in¬ 
cluded  in  B&P.  The  nature  of  the  work  in 
IR&D  and  B&P  is  sometimes  the  same. 
The  difference  is  the  intent  to  use  B&P  ef¬ 
forts  to  obtain  a  specific  contract. 

DoD  policy  recognizes  IR&D/B&P  as  a  cost 
that  increases  the  technology  base  and  the  num¬ 
ber  of  contractors  able  to  compete  for  DoD  con¬ 
tracts.  Although  DoD  provides  financial  sup¬ 
port  for  IR&D/B&P  efforts,  DoD  has  historically 
established  limitations  on  the  amount  of  cost  that 
can  be  recovered  by  defense  contractors.  How¬ 
ever,  within  the  past  few  years,  many  defense 
contractors  have  scaled  back  their  IR&D/B&P 
discretionary  spending  plans.  This  action  has 
been  driven  by  reduced  sales  in  a  declining  mar¬ 
ket.  Due  to  concerns  that  IR&D  projects  would 
be  further  reduced  as  defense  reductions  con¬ 
tinue,  Congress  directed  several  significant 


changes  to  IR&D/B&P  policy.  The  changes 
have  been  very  favorable  to  defense  industry.  In 
the  past  few  years,  several  legislative  revisions 
have  encouraged  defense  contractors  to  increase 
their  IR&D/B&P  efforts. 

Initially,  Congress  broadened  the  acceptable 
criteria  for  allowable  IR&D  projects  to  include 
any  work  of  “potential  interest”  to  DoD  as  op¬ 
posed  to  the  then  existing,  more  restrictive  “po¬ 
tential  military  relevancy”  criteria.  Later,  Con¬ 
gress  directed  the  removal  of  all  requirements 
for  negotiated  ceilings  on  allowable  IR&D  and 
B&P  expenses.  These  very  significant  changes 
in  allowability  of  IR&D/B&P  expenses  were 
made  effective  for  contractor  fiscal  years  be¬ 
ginning  after  October  1992. 

Prior  provisions  must  be  understood  before  the 
current  allowability  provisions  can  be  fully 
comprehended  because  there  was  a  3-year 
phase-in  period  for  transition  to  the  new  provi¬ 
sions.  In  addition,  the  prior  regulatory  provi¬ 
sions  will  remain  operative  for  several  years 
because  final  indirect  rates  are  often  not  nego¬ 
tiated  until  several  years  after  costs  are  incurred. 
The  negotiation  of  final  indirect  rates  will  be 
addressed  in  more  detail  in  Chapter  8. 

Historically,  two  types  of  cost  limitations  were 
established  in  the  FAR  based  upon  the  amount 
of  IR&D/B&P  payments  made  to  contractors 
by  DoD.  A  company  that  received  more  than 
$7  million  from  DoD  for  both  IR&D  and  B&P 
in  the  previous  fiscal  year  was  required  to  ne¬ 
gotiate  an  advance  agreement  establishing  a 
ceiling  for  allowability  of  IR&D/B&P  for  the 
subsequent  fiscal  year. 

Companies  falling  below  the  threshold  were 
limited  in  the  following  fiscal  year  to  a  ceiling 
set  with  a  detailed  formula  specified  in  the  FAR, 
which  was  based  on  historical  expenditures  for 
that  company.  Companies  requiring  negotiated 
advance  agreements  were  required  to  submit 
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comprehensive  annual  proposals  supported  by 
both  technical  and  financial  data.  A  government 
review  team,  led  by  the  predominant  military 
service  doing  business  with  the  contractor,  con¬ 
ducted  onsite  technical  evaluations  of  the 
contractor’s  proposed  projects.  The  purpose  of 
the  review  was  to  evaluate  the  projects  for  tech¬ 
nical  merit  and  to  determine  if  the  projects  were 
of  potential  interest  to  DoD. 

The  criteria  for  projects  that  meet  the  “poten¬ 
tial  interest”  test  include  those  that: 

(1)  strengthen  the  U.S.  defense  industrial  and 
technology  base; 

(2)  enhance  industrial  competitiveness; 

(3)  promote  the  development  of  various  criti¬ 
cal  technologies,  including  those  useful  to 
private,  commercial,  and  public  sectors;  and 

(4)  develop  technologies  achieving  environ¬ 
mental  benefits. 

The  technical  evaluation  was  provided  to  a  tri¬ 
service  negotiator  responsible  for  IR&D/B&P 
negotiation  with  that  contractor.  The  tri- service 
negotiator  used  the  results  of  the  technical  evalu¬ 
ation  along  with  financial  data  to  develop  a  DoD 
negotiation  position.  The  financial  data  typically 
reviewed  included:  3  to  4  years  of  IR&D/B&P 
expenses,  the  contract  mix,  and  the  relationship 
of  DoD  to  commercial  sales.  Contractors  with 
high  technical  quality  and  proposed  projects  hav¬ 
ing  potential  military  interest  were  given  higher 
ceilings.  Also,  contractors  who  had  actually  spent 
in  excess  of  previously  negotiated  ceilings  tended 
to  be  given  higher  ceilings. 

From  an  industry  perspective,  large  defense  con¬ 
tractors  have  complained  for  several  years  that 
the  process  for  establishing  the  ceilings  was  ex¬ 
cessively  burdensome  and  expensive.  As  a  re¬ 
sult  of  significant  congressionally-directed 
changes,  no  new  ceilings  were  negotiated  for 
contractor  fiscal  years  beginning  after  October 
1992.  Also,  the  formula  approach  set  forth  in 


the  FAR  for  establishing  ceilings  for  those  other 
than  the  major  companies  was  eliminated.  A 
maximum  reimbursement  amount  for  IR&D  and 
B&P  expenses  for  “major  contractors”  was 
phased  in  over  3  years. 

Major  contractors  are  defined  as  those  whose 
business  segments  allocated  more  than  $10  mil¬ 
lion  in  IR&D/B&P  expenses  to  covered  contracts 
in  the  preceding  fiscal  year.  Covered  contracts 
are  defined  as  negotiated  prime  or  subcontracts 
for  more  than  $100,000,  except  for  fixed-price 
contracts  or  subcontracts  without  cost  incentives. 
For  major  contractors,  during  the  3-year  transi¬ 
tion  period,  the  maximum  reimbursement 
amount  progressively  increased  each  year  from 
the  negotiated  1992  advance  agreement. 

Each  year,  the  maximum  reimbursable  amount 
was  the  amount  of  allowable  IR&D/B&P  costs 
from  the  previous  fiscal  year,  plus  5  percent  of 
that  amount,  plus  that  amount  multiplied  by  the 
lesser  of: 

(1)  the  percentage  increase  in  total  IR&D/B&P 
from  the  prior  year  or 

(2)  the  percentage  rate  of  inflation  as  measured 
by  the  research,  development,  test,  and 
evaluation  (RDT&E)  price  escalation  index. 

After  the  3  transition  years,  all  IR&D/B&P  ex¬ 
penses  are  to  be  allowable  as  an  indirect  ex¬ 
pense  to  the  extent  that  they  are  allocable  and 
reasonable.  Being  allocable  and  reasonable  are 
the  more  general  requirements  for  allowability 
for  any  cost.  While  there  will  still  be  technical 
content  reviews  of  contractors’  proposed  IR&D/ 
B&P  programs  by  the  Defense  Contract  Man¬ 
agement  Agency  personnel,  the  more  penetrat¬ 
ing  tri-service  reviews  and  ceiling  negotiations 
have  been  eliminated. 

The  accounting  requirements  for  IR&D/B&P 
expenses  for  government  contracts  are  very 
unusual  relative  to  commercial  accounting  prac- 
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tices.  In  the  commercial  contracting  environment, 
IR&D/B&P  expenses  are  usually  written  off  as 
period  expenses  each  year.  No  efforts  are  made 
to  allocate  these  costs  to  specific  products  or  con¬ 
tracts.  In  the  defense  contracting  environment, 
IR&D/B&P  expenses  relate  to  distinct  work 
projects  and  include  not  only  all  direct  costs  re¬ 
lated  to  each  project,  such  as  materials,  labor, 
and  travel,  but  also  to  all  allocable  indirect  costs, 
such  as  material,  engineering,  and  manufactur¬ 
ing  overhead.  But  it  is  important  to  note  that  G&A 
expenses  are  not  considered  to  be  allocable  to 
IR&D/B&P  projects. 

With  the  exception  of  the  absence  of  an  appro¬ 
priate  allocation  of  G&A  expenses,  IR&D/B&P 
expenses  are  determined  on  the  same  basis  as 
if  each  project  was  under  contract.  Usually, 
IR&D/B&P  expenses  are  accumulated  in  the 
G&A  expense  pool.  But  some  contractors 
choose  not  to  include  the  expenses  in  G&A  and 
prefer  to  have  a  separate  IR&D/B&P  indirect 
rate.  In  either  case,  CAS  420,  “Accounting  for 
IR&D/B&P  Costs,”  provides  that  IR&D/B&P 
expenses  at  the  business-segment  level  should 
be  allocated  on  the  same  base  that  the  contrac¬ 
tor  uses  for  allocating  G&A  expenses. 

Some  flexibility  is  provided  as  an  exception  un¬ 
der  CAS  420.  Specifically,  in  instances  when  al¬ 
location  of  the  cost  through  the  G&A  base  does 
not  provide  for  equitable  cost  allocation,  such  as 
when  an  IR&D/B&P  project  may  benefit  other 
business  segments,  the  contracting  officer  may 
approve  the  special  allocation. 

Cost  of  Money 

The  cost  of  money  for  facilities  capital  em¬ 
ployed  is  a  very  unusual  cost  frequently  misin¬ 
terpreted  by  acquisition  personnel.  It  is  not  an 
interest  expense.  Under  the  Federal  Acquisition 
Regulations,  interest  is  an  unallowable  expense 
and  cannot  be  charged  directly  or  indirectly  to 


government  contracts.  Also,  the  cost  of  money 
is  not  an  actual  expense  incurred  by  the  contrac¬ 
tor  for  which  there  is  a  cash  payment.  Yet,  under 
government  acquisition  regulations,  the  cost  of 
money  for  facilities  capital  is  an  allowable  indi¬ 
rect  cost  that  is  relevant  for  pricing  government 
contracts.  This  cost  is  also  called  out  as  a  sepa¬ 
rate  line  item  on  monthly  Government  Cost  Per¬ 
formance  Reports  (CPRs),  which  are  prepared 
by  contractors  and  submitted  to  program  offices. 

To  understand  why  there  is  a  cost  of  money  for 
facilities  capital,  an  appreciation  must  be  de¬ 
veloped  for  the  contractor’s  perspective  on  in¬ 
vesting  in  capital  equipment  in  the  defense  busi¬ 
ness.  DoD  policy  has  long  encouraged  its 
contractors  to  invest  in  cost-reducing  facilities 
and  equipment,  thus  enabling  the  procurement 
of  weapons  systems  at  the  lowest  possible  price. 
However,  given  that  interest  is  an  unallowable 
cost,  no  strong  incentive  exists  for  contractors 
to  invest  in  capital  equipment.  Such  investments 
typically  require  large  outlays  of  cash  by  con¬ 
tractors. 

A  contractor  who  borrows  money  to  purchase  fa¬ 
cilities,  is  required  to  pay  unallowable  interest  on 
the  borrowed  funds.  But  if  the  contractor’s  money 
is  used  to  purchase  capital  facilities  and  equip¬ 
ment,  there  is  also  an  opportunity  cost.  It  could 
have  been  used  for  other  purposes,  such  as  invest¬ 
ing  it  in  a  relatively  risk-free  government  bond. 
The  cost  of  money  for  facilities  employed  repre¬ 
sents  a  creative  way  devised  by  the  government 
to  reward  contractors  for  investing  in  more  effi¬ 
cient  ways  of  producing  defense  products. 

The  cost  of  money  for  facilities  capital  is  best 
described  as  an  “imputed  cost”  determined  by 
applying  a  cost-of-money  rate  to  the  facilities 
capital  employed  in  contract  performance.  An 
imputed  cost  is  a  cost  attributed  to  something 
else,  in  this  case  to  a  contractor’s  investment  in 
facilities  and  equipment. 
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The  investment  base  is  the  average  net  book 
value  of  capital  assets  for  a  cost  accounting 
period,  usually  the  contractor’s  fiscal  year.  The 
base  includes  items  subject  to  depreciation  or 
amortization  and,  also,  to  such  items  as  land 
that  is  not  subject  to  depreciation.  In  addition, 
it  includes  capitalized  leases  and  an  allocation 
of  corporate  home  office  facilities  to  the  busi¬ 
ness  segment.  However,  the  base  does  not  in¬ 
clude  investments  in  operating  or  working 
capital,  such  as  inventories,  accounts  receiv¬ 
able,  and  other  current  assets.  It  is  important 
to  note  that  the  investment  is  determined  with¬ 
out  regard  to  whether  its  source  of  financing 
is  borrowed  or  equity  capital.  This  financing 
decision  is  entirely  made  at  the  discretion  of 
the  contractor. 

The  asset  values  in  the  investment  base  are  al¬ 
located  to  indirect-cost  pools,  such  as  engineer¬ 
ing  overhead,  manufacturing  overhead,  and  the 
G&A  expense  pool.  The  allocation  is  made  on 
any  reasonable  basis  that  approximates  the  ab¬ 
sorption  of  depreciation  or  amortization  ex¬ 
pense  related  to  the  assets.  The  cost  of  money 
is  then  computed  on  the  facilities  capital  in  each 
indirect-cost  pool  by  multiplying  the  net  book 
value  of  the  assets  assigned  to  each  pool  by  the 
Treasury  rate. 

The  Treasury  rate  is  a  commonly  used  interest 
rate  determined  by  the  Secretary  of  the  Trea¬ 
sury  and  published  semiannually  in  the  Fed¬ 
eral  Register.  It  takes  into  consideration  current 
commercial  rates  of  interest  for  new  loans  ma¬ 
turing  in  approximately  5  years. 

As  an  example  of  a  cost-of-money  computa¬ 
tion,  if  the  current  Treasury  rate  is  7  percent 
and  the  average  net  book  value  of  the  assets 
assigned  to  a  contractor’s  manufacturing-over- 
head  pool  is  $100  million,  the  cost  of  money 
attributed  to  manufacturing  facilities  would  be 
$7  million  for  a  1-year  period.  Cost  of  money 
factors  are  computed  for  the  assets  attributable 


to  each  of  the  overhead  pools  by  dividing  the 
amount  of  the  cost  of  money  by  the  same  unit 
of  measurement  used  as  the  overhead  alloca¬ 
tion  base,  such  as  direct  labor  dollars,  machine 
hours,  etc. 

Continuing  with  the  example,  a  manufacturing- 
overhead  pool  with  a  computed  cost  of  money 
of  $7  million  allocated  by  direct-labor  dollars 
of  $5 1  million  would  have  a  cost  of  money  fac¬ 
tor  of  .13725  (i.e.,  $7  million/$51  million).  Cost 
of  money  computations  are  required  to  be  taken 
to  5  decimal  places.  The  overhead  allocation 
base  (direct  labor  dollars  in  this  case)  used  to 
distribute  an  indirect  expense  pool  refers  to  all 
work  done  in  the  business  unit,  including  com¬ 
mercial  work.  Annual  cost-of-money  factors  are 
proposed  and  negotiated  with  the  government 
for  forward-pricing  purposes  in  the  same 
method  as  overhead  and  G&A  rates.  Forward¬ 
pricing  rates  will  be  discussed  in  more  detail  in 
Chapter  8. 

Cost  of  money  is  subject  to  the  same  alloca¬ 
tion  procedures  as  any  other  indirect  expense. 
To  distribute  the  manufacturing-pool  cost  of 
money  to  a  specific  contract,  the  manufactur¬ 
ing  labor  cost  identified  with  the  contract  is 
multiplied  by  the  applicable  cost  of  money 
factor.  For  example,  if  the  manufacturing  di¬ 
rect-labor  cost  proposed  on  a  given  contract  is 
$5  million  and  the  manufacturing  cost  of 
money  factor  is  .  13725,  the  cost  of  money  ap¬ 
plicable  to  the  contract  for  the  manufacturing 
effort  is  $686,250.  This  procedure  is  repeated 
for  each  indirect  cost  pool.  Consequently, 
some  people  refer  to  the  cost  of  money  for  fa¬ 
cilities  capital  as  a  “mini-overhead  pool.” 
Stated  differently,  the  cost  of  money  is  con¬ 
sidered  to  be  an  allowable  indirect  expense  that 
is  associated  with  an  individual  cost  pool  but 
separately  identified  as  cost  of  money.  On  a 
given  proposal,  the  cost  of  money  amounts  for 
each  indirect-cost  pool  are  then  totaled  to  ar¬ 
rive  at  the  total  contract  facilities’  capital  cost 
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of  money,  and  this  must  be  speeifically  identi¬ 
fied  as  sueh  in  the  proposal. 

Some  eontractors,  to  improve  their  competitive 
position,  may  not  claim  the  cost  of  money. 
Therefore,  government  regulations  require  that, 
if  a  contractor  does  not  include  cost  of  money 
in  the  proposal,  it  cannot  be  subsequently 
claimed  as  an  allowable  cost  if  the  contract  is 
awarded  to  that  contractor. 

CURRENT  ISSUES 

Congressional  involvement  in  defense  procure¬ 
ment  matters  is  the  result,  to  a  significant  ex¬ 
tent,  of  large  employee  layoffs  resulting  from 
defense  industry  consolidation  activities.  This 
involvement  seems  to  have  a  continuous  major 
impact  upon  indirect  costs.  Recent  examples  of 
congressional  actions  that  are  somewhat  con¬ 
troversial  are  the  limitations  relating  to  the 
allowability  of  restructuring  costs,  allowability 
of  executive  compensation,  and  the  phaseout 
of  “M  accounts.” 

Restructuring  Costs 

The  merger  and  acquisition  whirlwind  that  has 
occurred  within  the  past  few  years  in  the  de¬ 
fense  industry  has  generated  many  new  and  con¬ 
troversial  issues  affecting  the  allowability  of  in¬ 
direct  costs.  Historically,  the  government  has 
always  taken  a  strong,  unfavorable  position  re¬ 
lating  to  mergers  and  acquisitions  by  disallow¬ 
ing  the  costs  of  activities  related  to  the  organi¬ 
zation  or  reorganization  of  business  units. 
Essentially,  the  government’s  past  position  has 
been  that  organizational  or  reorganizational 
costs  are  disallowed  because  the  government 
expects  to  do  business  with  firms  that  are  al¬ 
ready  efficiently  organized;  therefore,  there 
should  be  no  requirement  for  the  payment  of 
these  costs. 


FAR  31.205-27,  “Organization  Costs,”  identi¬ 
fies  certain  categories  of  organizational  costs  that 
are  unallowable  and  defines  them  as  those  ex¬ 
penditures  used  to: 

(1)  plan  or  execute  the  organization  or  reorgani¬ 
zation  of  the  corporate  structure  of  a  busi¬ 
ness,  including  mergers  and  acquisitions; 

(2)  resist  or  plan  to  resist  the  reorganization  of 
the  corporate  structure  of  a  business  or  to 
change  the  controlling  interest  in  the  own¬ 
ership  of  a  business;  or 

(3)  raise  capital. 

Typically,  these  expenditures  include,  but  are  not 
limited  to,  significant  costs  for  investment  coun¬ 
selors,  management  consultants,  attorneys,  ac¬ 
countants,  and  brokers.  These  specialists  are  re¬ 
quired  because  business  organization  and 
reorganization  activities  are  usually  complex  and 
highly  dissimilar  in  nature.  Many  of  the  activities 
are  performed  by  in-house  business  planning  per¬ 
sonnel,  corporate  legal  staff,  and  accounting  per¬ 
sonnel  as  well  as  by  outside  professionals.  In- 
house  personnel  usually  work  in  an  indirect  capacity 
and  generally  do  not  keep  project  time  records.  Con¬ 
sequently,  from  the  government’s  perspective,  the 
identification  and  ahowabihty  of  organization  costs 
have  always  been  areas  of  concern. 

The  adequacy  of  the  regulatory  provisions  re¬ 
lating  to  organization  costs  have  been  severely 
tested  in  the  current  defense  environment.  The 
term  “restructuring  costs”  was  uncommon  in 
the  defense  industry  a  few  years  ago;  it  is  ubiq¬ 
uitous  today.  In  the  current  environment  of  in¬ 
creased  competition  due  to  the  declining  de¬ 
fense  budget,  many  contractors  are  aggressively 
restructuring  and  consolidating  their  operations 
to  become  more  efficient  and  competitive.  This 
trend  may  mean  closing  plants,  eliminating 
jobs,  relocating  employees,  moving  machinery 
and  equipment,  and  disposing  of  facilities.  In 
some  cases,  consolidation  activities  may  coin¬ 
cide  with  mergers  and  acquisitions. 
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But  many  defense  contractors  have  to  consoli¬ 
date  and  downsize,  regardless  of  whether  they 
are  involved  in  mergers  and  acquisitions.  These 
activities  often  result  in  significant  expenses  for 
severance  pay  and  early  retirement  incentives, 
pension  plan  changes,  health  benefit  changes, 
and  employee  training.  Such  costs  are  usually 
indirect  and,  thus,  have  a  major  financial  im¬ 
pact  on  indirect  rates  used  for  government  con¬ 
tracting  purposes.  Since  restructuring  costs  pro¬ 
vide  a  future  economic  benefit,  they  may  be 
amortized  over  more  than  1  year. 

Consequently,  indirect  cost  rates  can  be  af¬ 
fected  for  several  years.  In  the  long  run,  re¬ 
structuring  and  consolidation  activities  such 
as  the  consolidation  of  engineering,  manufac¬ 
turing,  and  materiel  operations  should  provide 
substantial  savings  to  DoD.  The  savings  to 
DoD  will  be  reflected  in  lower  indirect  rates, 
which  will  be  applied  to  DoD  contracts  and 
translated  into  lower  contract  prices.  Of  course, 
the  DoD  share  of  restructuring  savings  will 
vary  based  on  the  total  dollar  value  of  future 
DoD  contracts  in  relation  to  the  total  dollar 
value  of  all  other  contracts,  including  commer¬ 
cial  contracts. 

We  have  stated  that  the  government  tends  to 
question  the  allowability  of  costs  related  in  any 
way  to  business  reorganization.  However,  ac¬ 
cording  to  guidance  published  by  the  Under 
Secretary  of  Defense  (Acquisition  and  Technol¬ 
ogy),  it  is  now  in  DoD’s  best  interest  to  encour¬ 
age  contractors  to  consolidate  and  restructure 
to  reduce  operating  costs.  To  disallow  the  costs 
for  restructuring  and  consolidating  efforts  would, 
in  effect,  create  a  disincentive  for  reducing  costs. 
Therefore,  a  differentiation  has  now  been  made 
between  the  type  of  costs  identified  in  FAR 
3 1 .205-27  as  organization  costs  relating  to  merg¬ 
ers  and  acquisitions  and  restructuring  costs  that 
result  from  mergers  and  acquisitions.  Although 
merger  and  acquisition  costs  are  unallowable,  re- 
shucturing  costs  may  be  allowed. 


Note  that  restructuring  costs  do  not  include  the 
costs  incurred  to  make  an  acquisition  or  merger. 
Restructuring  efforts,  which  are  nonrecurring 
in  nature,  represent  managerial  improvement 
projects  undertaken  due  to  internal  changes, 
such  as  downsizing  or  external  changes,  such 
as  mergers,  acquisitions,  or  divestitures.  Such 
restructuring  efforts  are  expected  to  result  in  a 
current  or  future  economic  benefit  for  both  the 
contractor  and  the  government  and  are  not  con¬ 
sidered  to  be  organization  costs  within  the 
meaning  of  FAR  31.205-27. 

Unfortunately  for  defense  contractors,  there 
has  been  a  continuing  debate  within  the  gov¬ 
ernment  as  to  how  DoD  should  reimburse 
restructuring  costs.  The  decision-making  pro¬ 
cess  for  determining  the  allowability  of  re¬ 
structuring  costs  has  become  increasingly 
complicated  due  to  congressional  involve¬ 
ment  in  establishing  allowability  require¬ 
ments.  At  one  point  many  thought  that  Con¬ 
gress  would  totally  preclude  contractors  from 
recovering  any  of  their  restructuring  costs. 
Many  people  in  the  political  arena  viewed  the 
reimbursement  of  restructuring  costs  as  “pay¬ 
offs  for  layoffs”  and  “subsidies  for  defense 
contractors”  (terms  referred  to  in  the  media). 

Through  provisions  in  annual  authorization  or 
appropriation  provisions  over  the  past  few  years. 
Congress  has  continually  introduced  certain 
conditions  that  make  it  more  and  more  difficult 
for  defense  contractors  to  recover  costs  that 
could  be  associated  with  mergers  and  acqui¬ 
sitions  in  any  way.  Initially,  Congress  allowed 
DoD  to  reimburse  contractors  for  restructur¬ 
ing  costs  associated  with  business  combina¬ 
tions  when  such  costs  resulted  in  a  net  sav¬ 
ings  to  DoD.  However,  the  Under  Secretary 
of  Defense  (Acquisition  &  Technology)  or  a 
designee  was  required  to  certify  that  projec¬ 
tions  of  future  savings  were  based  on  audited 
cost  data  and  were  projected  to  result  in  over¬ 
all  savings  for  DoD. 
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Most  recently,  Congress  has  specified  that  cer¬ 
tain  funds  cannot  be  used  to  reimburse  defense 
contractors  for  external  restructuring  costs  as¬ 
sociated  with  a  business  combination  unless 
the  merger  results  in: 

•  auditable  DoD  savings  that  exceed  the  costs 
allowed  by  at  least  a  two-to-one  ratio;  or 

•  savings  that  exceed  the  costs  allowed  and, 
also,  preserve  a  critical  capability  that 
might  be  lost  to  DoD,  as  certified  to  by  the 
Secretary  of  Defense. 

As  a  result  of  the  restrictions,  DoD  provided 
guidance  to  personnel  working  in  the  field 
regarding  the  allowability  of  restructuring 
cost  by  further  breaking  the  costs  down  be¬ 
tween  external  and  internal  restructuring 
costs. 

Specifically,  DFARS  231.205-70  defines  re¬ 
structuring  costs  as  the  costs  (which  may  be 
both  direct  and  indirect)  of  restructuring  ac¬ 
tivities.  Restructuring  activities  are  defined 
as  nonroutine,  nonrecurring,  or  extraordi¬ 
nary  activities  performed  to  combine  facili¬ 
ties,  operations,  or  the  workforce,  to  elimi¬ 
nate  redundant  capabilities,  improve  future 
operations,  and  reduce  overall  costs.  Exter¬ 
nal  restructuring  activities  are  further  de¬ 
fined  as  activities  occurring  after  a  business 
combination  that  affects  the  operations  of 
companies  not  previously  under  common 
control. 

External  restructuring  activities  are  a  direct 
outgrowth  of  a  business  combination;  and 
they  are  normally  initiated  within  3  years  of 
the  combination.  A  combination  is  a  transac¬ 
tion  where  assets  of  two  or  more  companies, 
which  were  not  previously  under  common  con¬ 
trol,  are  combined  by  merger,  acquisition,  or 
sale  and  purchase.  The  congressional  restric¬ 
tions  apply  only  to  external  restructuring  ac¬ 
tivities. 


Restructuring  costs  that  may  be  allowed  include, 
but  are  not  limited  to,  the  following  areas: 

•  severance  pay 

•  early  retirement  incentive  payments 

•  retraining  costs 

•  relocation  expenses 

•  outplacement  expenses 

•  continued  medical,  dental,  and  life  insurance 
coverage  for  terminated  employees 

•  relocation  of  plant  and  equipment 

Restructuring  savings  should  exceed  restruc¬ 
turing  costs  on  a  present-value  basis  in  order 
to  meet  the  congressionally  mandated  certifi¬ 
cation  for  reimbursement  of  external  restruc¬ 
turing  costs.  This  is  important  from  a  financial 
perspective  because  contractors  incur  signifi¬ 
cant  up-front  restructuring  costs  for  transfer  of 
production  capabilities,  employee  severance, 
etc.  But  most  savings  do  not  materialize  until 
several  years  later  when  passed  on  to  the  gov¬ 
ernment  through  lower  prices  on  future  con¬ 
tracts. 

The  congressional  sensitivity  to  reimbursement 
of  restructuring  costs  seems  to  be  of  a  fault¬ 
finding  nature.  It  is  very  clear  that  Congress  is 
strongly  opposed  to  the  payment  of  bonuses 
related  to  mergers  and  acquisitions  in  the  de¬ 
fense  industry.  Specifically,  DoD  is  prohibited 
from  reimbursing  a  contractor  for  the  costs  of 
bonuses  or  other  payments  to  an  employee  in 
excess  of  the  employee’s  normal  salary  when 
such  payments  are  part  of  restructuring  costs 
associated  with  a  business  combination. 

A  recent  General  Accounting  Office  (GAO)  in¬ 
dependent  review  of  seven  business  combi¬ 
nations  indicated  that  DoD  expected  to  save 
about  $3.3  billion  from  contractor  restructuring 
activities.  GAO  was  unable  to  determine  the  pre¬ 
cise  impact  of  the  restructuring  on  specific  con¬ 
tract  prices  because  it  could  not  isolate  the  im¬ 
pact  of  restructuring  activities  from  other 
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nonrestructuring  activities,  such  as  changes  in 
business  volume,  quantities  purchased,  and  ac¬ 
counting  practice  changes.  However,  their  as¬ 
sessment  showed  that  costs  to  DoD  had  been 
lowered  by  hundreds  of  millions  of  dollars.  DoD 
benefited  because  the  costs  of  defense  contracts 
were  lower  than  they  would  have  been  if  the 
restructuring  activities  had  not  occurred. 

From  an  industry  perspective,  to  deal  with  the 
controversial  issues  relating  to  the  allowability 
of  restructuring  costs,  defense  contractors  must 
establish  strong  management  controls  for 
documenting  these  costs.  Contractors  should 
accumulate  these  costs  in  separate  categories 
of  internal  and  external  restructuring  activi¬ 
ties.  An  advance  agreement  should  be  negoti¬ 
ated  between  the  government  and  the  contrac¬ 
tor  to  identify  the  restructuring  costs  and  the 
methods  needed  to  demonstrate  savings  to 
DoD.  Due  care  should  be  exercised  in  prepar¬ 
ing  a  detailed  restructuring  cost  and  savings 
proposal,  which  provides  a  basis  for  negotiat¬ 
ing  the  advance  agreement  on  restructuring 
costs. 

The  advance  agreement  should  cover  any  cost 
ceilings  and  amortization  periods  for  restruc¬ 
turing  projects.  It  should  be  noted  that,  in  ac¬ 
cordance  with  CASE  Interpretation  95-01,  re¬ 
structuring  costs  may  be  amortized  over  not 
more  than  5  years.  Restructuring  proposals  are 
not  contract-pricing  proposals  and,  therefore, 
need  not  be  certified  in  accordance  with  the 
Truth  in  Negotiation  Act.  However,  the  effect 
of  restructuring  on  forward-pricing  rates  and 
projected  contract  costs  should  be  disclosed 
immediately.  In  the  current  environment,  it  is 
essential  that  DCMA,  Defense  Contract  Audit 
Agency  (DCAA),  program  offices,  and  con¬ 
tractors  make  special  efforts  to  ensure  up-front 
communication  and  coordination  for  all  mat¬ 
ters  relating  to  the  allowability  of  restructuring 
costs. 


Executive  Compensation 

The  merger,  consolidation,  restructuring,  and 
downsizing  activities  discussed  have  in  some 
cases  resulted  in  significant  layoffs  or  salary 
freezes  for  defense  contractor  employees.  At 
the  same  time,  some  executives  in  the  defense 
industry  have  received  large  incentive  pay¬ 
ments  as  a  result  of  the  consolidation  activi¬ 
ties.  Many  in  the  political  arena  consider  this 
to  be  very  unfair.  As  a  result.  Congress  has 
become  very  involved  in  legislating  the  maxi¬ 
mum  deductible  amounts  for  tax  purposes  for 
American  industry,  in  general,  as  well  as  the 
maximum  allowable  amounts  paid  for  execu¬ 
tive  compensation  for  defense  industry  execu¬ 
tives. 

For  the  past  several  fiscal  years,  the  Defense 
Authorization  and  Appropriation  Bills  have  pro¬ 
vided  that  allowable  costs,  charged  to  govern¬ 
ment  contracts  for  taxable  wages  paid  to  the 
employee  for  the  year,  plus  elective  deferred 
compensation  earned  by  the  employee  in  the 
year,  could  not  exceed  certain  dollar  amounts. 

In  1995  the  maximum  allowable  amount  for 
executive  compensation  for  defense  contractors 
was  $250,000,  and  in  1996  it  was  reduced  to 
$200,000.  The  amount  was  increased  back  to 
the  original  $250,000  in  1997  and  was  also 
made  applicable  to  civilian  agency  contracts  as 
well  as  defense  contracts.  Later,  to  arrive  at  a 
more  permanent  standard.  Congress  directed  the 
Office  of  Federal  Procurement  Policy  (OFPP) 
to  study  commercially  available  surveys  on  ex¬ 
ecutive  compensation  to  determine  a  “bench¬ 
mark”  amount. 

The  OFPP  subsequently  conducted  a  study  of 
executive  compensation  paid  to  senior  execu¬ 
tives  in  all  publicly  owned  corporations  with 
annual  sales  in  excess  of  $50  million.  The  re¬ 
sulting  “benchmark”  amount,  as  determined  by 
OFPP,  was  $342,986  per  year  —  the  median 
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amount  paid  by  these  corporations  for  execu¬ 
tive  compensation.  Consequently,  effective  Janu¬ 
ary  1 , 1998,  the  maximum  allowable  amount  for 
executive  compensation  under  all  contracts  is  the 
“benchmark”  amount.  The  amount  is  used  until 
revised  by  OFPP  and  will  not  be  escalated  or 
indexed  each  year.  Needless  to  say,  the  recent 
congressional  actions  have  been  very  controver¬ 
sial  with  industry. 

Several  definitions  are  important  for  arriving 
at  the  amount  of  unallowable  executive  com¬ 
pensation.  The  definition  of  compensation  is 
very  broad;  it  includes  the  total  amounts  for 
salary,  bonuses,  deferred  compensation,  and 
employer  contributions  to  defined  contribution 
pension  plans.  However,  it  does  not  include 
fringe  benefits,  such  as  health  care  benefits  and 
employer  contributions  to  defined  benefit 
plans.  Also,  the  cap  on  allowability  for  execu¬ 
tive  compensation  only  applies  to  those  des¬ 
ignated  as  “senior”  executives  —  the  five  most 
highly  compensated  employees  in  manage¬ 
ment  positions  at  each  home  office  and  each 
segment  of  the  contractor,  whether  or  not  the 
home  office  or  segment  reports  directly  to  cor¬ 
porate  headquarters. 

It  should  be  noted  that  the  allowability  cap  does 
not  prohibit  contractors  from  paying  their  ex¬ 
ecutives  more  than  $342,986  per  year,  but  it  lim¬ 
its  the  amount  that  can  be  allocated  to  govern¬ 
ment  contracts.  The  unallowable  amounts  over 
the  limitations  are  classified  as  indirect  costs  be¬ 
cause  employees  at  the  executive  management  level 
work  in  an  indirect  rather  than  a  direct  capacity. 

A  key  issue  from  an  indirect-cost-allocation  per¬ 
spective  is  that  the  limitation  is  the  dollar 
amount  that  can  be  placed  into  an  indirect-cost 
pool  for  allocation  to  all  contracts,  including 
any  commercial  contracts.  It  is  not  the  total 
amount  that  the  contractor  can  recover  from 
the  government  for  the  fair  share  of  indirect 
costs  allocable  to  negotiated  contracts.  Further, 


the  implementing  FARs  and  DFARS  provide 
that  costs  for  individual  compensation  in  ex¬ 
cess  of  the  allowability  cap  are  expressly  un¬ 
allowable.  This  means  that  any  costs  in  ex¬ 
cess  of  the  allowability  cap  that  are  claimed 
by  a  contractor  will  also  be  subject  to  the  in- 
direct-cost  penalty  provisions  as  discussed 
earlier  in  this  chapter. 

Expiration  of  Funds 

Recent  changes  in  government  financial  man¬ 
agement  rules  could  potentially  require  pro¬ 
gram  managers  to  scale  back  current  require¬ 
ments  to  pay  past  bills  for  indirect  costs. 
Recent  congressionally  mandated  actions  re¬ 
quire  the  phaseout  of  the  “M  accounts”  over 
a  period  of  several  years.  These  accounts 
cover  obligated  but  unexpended  funds.  Both 
obligated  and  unobligated  balances  are  now 
canceled  5  years  after  the  budget  authority 
expires,  regardless  of  whether  the  contracted 
goods  or  services  have  been  provided.  There¬ 
after,  any  obligations  and  related  upward  ad¬ 
justments  that  would  have  been  chargeable  to 
the  canceled  “M  account”  may  only  be  paid  out 
of  current  appropriations. 

All  DoD  procurement  funds  not  expended 
within  5  years  after  being  appropriated  now 
must  be  returned  to  the  Treasury.  This  legisla¬ 
tion  has  tremendous  impact  upon  the  manage¬ 
ment  of  indirect  costs.  Use  of  appropriated 
funds  to  make  final  payments  on  completed 
contracts  cannot  take  place  until  indirect-cost 
audits  are  completed  by  the  DCAA  and  final 
indirect-cost  rates  are  negotiated  by  the  Defense 
Contract  Management  Agency  (DCMA). 

Unfortunately,  for  many  years  this  area  has  had 
a  very  low  priority,  and  there  is  a  large  backlog 
of  unsettled  indirect-cost  rates.  It  is  not  at  all 
unusual  for  a  contractor  to  have  5  years  or  more 
of  unsettled  final  indirect-cost  rates.  Reducing 
the  number  of  contractor  fiscal  year  final-rate  ne- 
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gotiations  is  a  top  management  priority  for  both 
DCMA  and  DCAA,  and  considerable 
progress  is  being  made.  From  the  program 


manager’s  perspective,  delays  settling  final 
indirect  rates  in  a  timely  manner  could  re¬ 
sult  in  loss  of  obligated,  but  unexpended, 
funds. 
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7 

COST  ACCOUNTING  STANDARDS 
REQUIREMENTS 


INTRODUCTION 

In  American  industry,  little  authoritative  crite¬ 
ria  have  been  issued  for  establishing  require¬ 
ments  for  cost  accounting,  particularly  relating 
to  the  basis  for  allocating  indirect  cost  to  spe¬ 
cific  products  or  contracts.  The  methodologies 
used  to  allocate  indirect  costs  are  essentially 
matters  of  managerial  preference.  This  absence 
of  authoritative  criteria  is  not  the  case  with  gov¬ 
ernment  contracts.  To  understand  indirect-cost 
management  in  the  defense  contracting  envi¬ 
ronment,  it  is  necessary  to  be  familiar  with  the 
work  of  the  Cost  Accounting  Standards  Board 
(CASE).  Their  work  has  resulted  in  detailed 
guidance  on  accounting  for  indirect  costs,  par¬ 
ticularly  on  defining  acceptable  methods  for  al¬ 
locating  these  costs. 

Although  the  defense  industry  has  always  been 
represented  on  the  CASE,  many  defense  con¬ 
tractors  have  legally  challenged  many  of  the 
standards’  provisions.  This  complicated  litiga¬ 
tion  history  adds  to  the  challenges  that  face 
personnel  who  do  not  have  extensive  cost  ac¬ 
counting  backgrounds.  Many  acquisition  per¬ 
sonnel  consider  the  Cost  Accounting  Standards 
(CAS)  to  be  among  the  most  complicated  of 
government  regulations. 

The  necessity  for  cost  accounting  standards 
originated  with  congressional  testimony  by 
Admiral  Hyman  Rickover,  military  officer  and 
nuclear  engineer.  He  maintained  that  due  to  the 
lack  of  guidance  on  cost  accounting  practices 
in  American  industry,  the  government  was  un¬ 


able  to  determine  what  actual  costs  and  profits 
were  on  defense  contracts  even  though  cost 
breakdowns  were  extensively  negotiated  prior 
to  contract  award. 

Subsequent  studies  of  defense  contracts  spurred 
by  Admiral  Rickover’s  testimony  indicated  that 
comparing  actual  costs  of  contract  performance 
with  earlier  contract  cost  estimates  was  practi¬ 
cally  impossible.  It  was  alleged  that  not  only 
were  contract  performance  reports  not  struc¬ 
tured  in  the  same  fashion  as  original  cost  pro¬ 
posals,  but  contractors  were  changing  their  cost 
accounting  methods  during  the  performance  of 
contracts.  This  allegation  was  of  particular  im¬ 
portance  from  a  program  management  stand¬ 
point.  The  ability  to  identify  possible  contract 
cost  overrun  problems,  particularly  regarding 
overhead  costs,  was  very  troublesome  for  ac¬ 
quisition  managers  under  these  circumstances. 

As  a  result  of  problems  identified  subsequent 
to  Admiral  Rickover’s  testimony,  the  CASE  was 
established  in  1970  as  an  independent  body  that 
reported  to  Congress.  It  was  created  to  help  as¬ 
sure  that  the  government  gets  a  fair  price  in  its 
procurement.  It  was  also  tasked  to  issue  rules, 
regulations,  and  standards  aimed  at  achieving 
uniformity  and  consistency  in  the  cost  account¬ 
ing  practices  that  were  followed  by  defense  con¬ 
tractors  and  subcontractors. 

The  CASE  then  became  an  executive  author¬ 
ity  for  issuing  pronouncements  related  to  the 
measurement,  assignment,  and  allocation  of 
costs.  The  purpose  of  regulations  promulgated 
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by  the  CASE  is  to  provide  for  the  disclosure  of 
contractor’s  actual  cost  accounting  practices  and 
to  develop  standards  to  be  used  in  connection 
with  negotiated  contracts.  Cost  accounting  stan¬ 
dards  were  originally  applicable  only  to  defense 
contracts;  but  now  they  apply  to  negotiated  con¬ 
tracts  and  subcontracts  valued  at  $500,000  and 
above  throughout  the  government.  This  change 
extends  CAS  coverage  to  many  government 
contractors  for  the  first  time.  Today,  the  Board 
is  organized  under  the  Office  of  Federal  Pro¬ 
curement  Policy  (OFPP)  and  consists  of  five 
members  representing  government,  industry, 
and  the  accounting  profession. 

“Exhibit  14.  Cost  Accounting  Standards,”  iden¬ 
tifies  the  comprehensive  standards  issued  by  the 
CASE  and  provides  a  brief  summary  of  each 
standard’s  requirements.  The  promulgations  of 
the  CASE  have  the  full  force  and  effect  of  law 
on  those  contractors  subject  to  the  standards. 
The  CASs  provide  guidelines  related  to  the  al- 
locability  of  costs  to  government  contracts  but 
do  not  provide  guidance  on  the  allowability  of 
those  costs  —  a  totally  different  concept. 
Allowability  is  a  procurement  concept  while 
allocability  is  an  accounting  concept.  Guidance 
on  allowability  is  provided  in  the  FAR  and 
DFARS. 

Cost  accounting  standards  do  not  apply  to  con¬ 
tracts  awarded  based  upon  market  prices  of 
commercial  items.  The  regulations  also  provide 
that  small  business  concerns  are  exempt  from 
the  CAS  requirements. 

APPLICABILITY 

Cost  Accounting  Standards  apply  to  contracts 
and  not  government  agencies  or  contractors. 
Contracts  subject  to  CASs  are  negotiated  con¬ 
tracts  in  excess  of  $500,000  and  are  referred  to 
as  “covered  contracts.”  Subcontracts  are  sub¬ 


ject  to  the  cost  accounting  standards  only  if  the 
prime  contract,  or  a  higher  tier  subcontract,  is  a 
covered  contract.  A  CAS-covered  contract  may 
be  subject  to  either  full  or  modified  CAS  cov¬ 
erage.  Full  CAS  coverage  requires  the  contrac¬ 
tor  to  comply  with  all  of  the  cost  accounting 
standards  in  effect  on  the  date  of  the  award  of 
the  contract;  and  it  applies  to  a  business  unit 
that  received  either: 

(1)  a  single  CAS-covered  contract  of  $50  mil¬ 
lion  or  more  or 

(2)  a  net  total  of  $50  million  in  CAS-covered 
awards,  of  which  at  least  one  exceeded  $7.5 
million  during  the  previous  cost  account¬ 
ing  period  (referred  to  as  the  “trigger  con¬ 
tract).” 

The  trigger  contract  provision  provides  that  a 
contractor  or  subcontractor  that  does  not  have 
a  single  government  contract  with  a  value  of 
more  than  $7.5M  is  CAS-exempt. 

A  CAS-covered  contract  is  eligible  for  modi¬ 
fied  CAS  coverage  if  neither  of  the  above  crite¬ 
ria  are  met.  A  modified  CAS  contract  is  subject 
only  to  CAS  401,  “Consistency  in  Estimating, 
Accumulating,  and  Reporting  Costs”;  CAS  402, 
“Consistency  in  Allocating  Cost  Incurred  for  the 
Same  Purpose”;  CAS  405,  “Accounting  for 
Unallowable  Costs”;  and  CAS  406,  “Cost  Ac¬ 
counting  Period.” 

The  Defense  Authorization  Act  for  FY  2000 
contains  a  provision  for  streamlining  the 
applicability  of  cost  accounting  standards.  It 
provides  that  the  head  of  an  executive  agency 
can  waive  the  applicability  of  CAS  for  a 
contract  or  subcontract  with  a  value  of  less 
than  $  1 5M  if  the  official  determines  that  the 
contractor  segment  is  primarily  engaged  in  the 
sale  of  commercial  items.  The  official  has 
further  discretion  to  waive  CAS  applicability 
under  exceptional  circumstances  when  neces¬ 
sary  to  meet  the  agency’s  needs. 
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DISCLOSURE  STATEMENT 

The  CAS  Disclosure  Statement,  which  applies 
to  contractors  and  not  to  contracts,  provides  a 
comprehensive  description  of  the  contractor’s 
cost  accounting  practices  to  be  used  on  con¬ 
tracts  subject  to  the  CASE  rules.  Contractors 
and  subcontractors  meeting  the  below  criteria 
are  required,  as  a  condition  of  contracting,  to 
provide  written  disclosure  of  their  actual  or  pro¬ 
posed  cost  accounting  practices. 

Those  required  to  submit  a  disclosure  state¬ 
ment  include: 

(1)  any  business  unit  that  is  selected  to  receive 
a  CAS-covered  contract  or  subcontract  of 
$50  million  or  more;  and 

(2)  any  company  that,  together  with  its  segments, 
received  net  awards  of  negotiated  prime  con¬ 
tracts  and  subcontracts  subject  to  CASs  to¬ 
taling  more  than  $50  million  in  its  most  re¬ 
cent  cost  accounting  period. 

When  a  disclosure  statement  is  required,  a  sepa¬ 
rate  disclosure  statement  must  be  submitted  for 
each  segment  that  had  costs  included  in  the  to¬ 
tal  price  of  any  CAS-covered  contract  or  sub¬ 
contract  exceeding  $500,000  (unless  the 
segment’s  CAS-covered  awards  are  less  than 
30  percent  of  the  total  segment  sales  for  the 
period  and  less  than  $  1 0  million). 

Among  other  things,  the  disclosure  statement 
provides  essential  information  on  the 
contractor’s  indirect-cost  pool  structure,  includ¬ 
ing  a  functional  breakdown  of  indirect  expenses 
and  the  various  bases  used  for  allocating  indi¬ 
rect  costs.  In  addition,  the  contractor  must  dis¬ 
close  its  method  of  distinguishing  direct  from 
indirect  costs.  The  disclosure  statement  provides 
acquisition  personnel  with  a  valuable  tool  to 
help  them  understand  the  company-specific  cost 
accounting  practices  the  contractor  follows. 


Government  acquisition  personnel  must  treat 
contractor’s  disclosure  statements  as  highly  con¬ 
fidential  information.  The  statements  cannot  be 
released  to  the  public,  as  a  competitive  disadvan¬ 
tage  could  result  from  any  such  disclosure. 

Contractors  are  required  to  certify  on  each 
contract-pricing  proposal  cover  sheet  whether  or 
not  a  disclosure  statement  has  been  submitted.  The 
lack  of  a  disclosure  statement  can  prevent  a  con¬ 
tractor  from  receiving  a  contract  award.  Separate 
disclosure  statements  are  required  for  each  busi¬ 
ness  unit  within  the  contractor  organization  that 
uses  different  cost  accounting  practices. 

COST  ACCOUNTING  STANDARDS 
RELATING  TO  INDIRECT  COSTS 

Eight  of  the  Cost  Accounting  Standards  are  es¬ 
pecially  important  for  the  understanding  of  indi¬ 
rect  costs.  Each  of  these  is  described  in  more 
detail  as  follows: 

CAS  401:  Consistency  in  Estimating,  Accu¬ 
mulating,  and  Reporting  Costs.  This  standard 
requires  a  contractor  to  be  consistent  when  es¬ 
timating  costs  to  price  a  proposal  and,  subse¬ 
quently,  when  accumulating  and  reporting  those 
costs.  Consistency  is  especially  important  when 
dealing  with  the  following  areas: 

(1)  classification  of  elements  or  functions  of 
costs  as  direct  or  indirect 

(2)  the  indirect-cost  pools  to  which  each  ele¬ 
ment  or  function  of  cost  is  charged 

(3)  the  methods  of  allocating  indirect  costs  to 
the  contract 

Cost  estimates  for  proposal  purposes  are  pre¬ 
sented  in  such  detail  that  any  significant  cost 
can  be  compared  with  the  actual  cost  accumu¬ 
lated  and  reported.  The  standard  provides  spe¬ 
cific  examples  to  illustrate  applications  of  cost 
accounting  standards  that  are  considered  con¬ 
sistent  and  inconsistent. 
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Noncompliance  with  CAS  401  can  occur  when 
a  contractor  fails  to  estimate  costs  in  accordance 
with  established  or  disclosed  cost  accounting 
practices;  and  also  occurs  when  a  contractor  es¬ 
timates  in  accordance  with  disclosed  or  estab¬ 
lished  cost  accounting  practices  but  accumu¬ 
lates  on  a  different  basis.  As  an  example,  a  con¬ 
tractor  estimates  costs  for  a  cost-type  contract 
based  on  allocating  manufacturing  overhead 
using  direct-labor  dollars;  and,  after  award  of 
the  contract,  the  manufacturing  overhead  allo¬ 
cation  base  is  changed  to  machine  hours  with¬ 
out  notifying  the  government  of  the  change  and 
without  submitting  a  disclosure  statement  re¬ 
vision.  Further,  assume  that  this  change  resulted 
in  a  significant  cost  overrun  on  the  cost-type 
contract  as  costs  were  shifted  from  fixed-price 
contracts  to  cost  contracts.  This  inconsistency 
would  represent  a  noncompliance  with  CAS 
401  because  the  contractor  did  not  accumulate 
costs  on  the  same  basis  as  the  estimates.  In  this 
case,  a  noncompliance  with  the  CASs  occurred 
because  the  contractor  did  not  notify  the  gov¬ 
ernment  of  the  change  and  submit  the  required 
disclosure  statement  revision.  Contractors  are 
allowed  to  change  accounting  practices  if  re¬ 
quired  notifications  and  submissions  are  made. 

Compliance  with  CAS  401  requirements  im¬ 
proves  the  managerial  visibility  over  costs  dur¬ 
ing  contract  performance  and  facilitates  the 
evaluation  of  a  contractor’s  estimating  capabili¬ 
ties.  Note  that  CAS  401  does  allow  a  contrac¬ 
tor  to  use  greater  detail  in  accumulating  and 
reporting  costs  than  in  estimating  costs.  For 
example,  a  contractor  may  record  engineering 
indirect  labor  based  on  actual  costs  for  each 
individual  but  estimate  on  the  basis  of  an  aver¬ 
age  indirect- labor  rate  for  such  labor. 

CAS  402:  Consistency  in  Allocating  Cost  In¬ 
curred  for  the  Same  Purpose.  CAS  402  is  in¬ 
tended  to  prevent  so-called  “double  counting” 
of  costs.  Double  counting  occurs  when  cost 
items  are  charged  directly  to  a  contract  without 


eliminating  like-cost  items  from  indirect-cost 
pools  that  are  also  allocated  in  some  part  to  that 
contract.  Thus  a  contract  might  be  charged  di¬ 
rectly  with  a  specific  direct  cost  but  get  an  addi¬ 
tional  share  of  the  same  kind  of  cost  incurred  for 
other  purposes  through  an  indirect-cost  alloca¬ 
tion.  Consequently,  the  standard  requires  that  all 
costs  incurred  for  the  same  purpose  in  like  cir¬ 
cumstances  be  treated  only  as  direct  costs  or  only 
as  indirect  costs  when  making  allocations  to  con¬ 
tracts. 

As  an  example,  suppose  a  contractor  normally 
allocates  all  travel  costs  as  indirect  cost  and 
previously  disclosed  this  practice  in  a  disclo¬ 
sure  statement.  For  purposes  of  a  new  proposal, 
the  contractor  intends  to  charge  the  travel  costs 
of  personnel  (whose  time  is  charged  as  direct 
labor)  directly  to  the  contract.  Since  travel  costs 
of  personnel  (whose  time  is  accounted  for  as 
direct  labor)  working  on  other  contracts  are 
costs  that  are  incurred  for  the  same  purpose, 
these  costs  may  no  longer  be  included  within 
indirect-cost  pools  for  the  purpose  of  alloca¬ 
tion  to  any  covered  government  contract. 

The  government  is  quite  concerned  with  the 
strong  motivation  on  the  part  of  contractors  to 
charge  the  maximum  amount  of  costs  directly 
to  cost- type  contracts.  This  could  occur  when  a 
particular  cost  is  charged  as  direct  cost  to  gov¬ 
ernment  cost-type  contracts  and  charged  as  in¬ 
direct  cost  when  related  to  government  fixed- 
price  or  commercial  contracts.  As  an  example, 
assume  that  the  costs  of  program  management 
for  a  government  cost-type  contract  are  charged 
directly  to  the  contract.  Furthermore,  assume 
these  same  costs  for  fixed-price  and  commer¬ 
cial  contracts  are  included  in  overhead  costs  and 
allocated  to  all  final  cost  objectives,  including 
the  government  cost-type  contract.  As  a  result, 
the  government  cost-type  contract  is  allocated 
all  program  management  costs  associated  with 
that  contract  and  a  share  of  the  program  man¬ 
agement  costs  of  all  other  contracts.  Such  incon- 
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sistencies  result  in  double  counting,  with  exces¬ 
sive  charges  to  the  government. 

On  the  other  side  of  the  coin  and  from  the 
contractor’s  perspective,  government  personnel 
should  not  request  preferential  treatment  by 
asking  the  contractor  to  absorb  certain  costs  as 
indirect  that  should  be  charged  as  direct  in  ac¬ 
cordance  with  the  contractor’s  accounting  prac¬ 
tices.  For  example,  assume  that  a  government 
cost-type  contract  requires  special  security  per¬ 
sonnel  due  to  the  classified  nature  of  the  work. 
Government  personnel  should  not  ask  the  con¬ 
tractor  to  include  these  people  in  the  normal 
plant  security  force  in  order  to  charge  the  cost 
as  indirect.  In  this  case,  fixed-price  and  com¬ 
mercial  contracts  would  receive  an  allocation 
of  the  contract  security  costs  but  would  receive 
no  benefit  from  the  incurrence  of  the  costs.  The 
important  test  is  to  determine  if  the  costs  were 
incurred  for  the  same  purpose,  i.e.,  “like-costs,” 
and  “in  like-circumstances.”  In  this  case,  secu¬ 
rity  personnel  required  for  a  specific  contract 
are  not  like-costs  in  like-circumstances  with 
general-purpose  plant  security  costs. 

Government  personnel  should  also  be  very  cau¬ 
tious  about  requesting  “preferential”  program 
overhead  rates  that  could  destroy  the  total  per¬ 
spective  of  fair  and  equitable  distribution  of  in¬ 
direct  costs.  Compliance  with  such  a  request 
could  place  the  contractor  in  potential  violation 
of  CAS  402. 

An  important  point  is  that  bid  and  proposal  costs 
incurred  pursuant  to  the  specific  requirement 
of  an  existing  contract  are  considered  as  hav¬ 
ing  been  incurred  in  different  circumstances 
with  other  bid  and  proposal  costs  and  may  be 
charged  as  direct  costs  to  the  specific  contract. 
The  circumstance  is  quite  different  because  the 
costs  of  preparing  proposals  that  are  specifically 
required  by  the  provisions  of  an  existing  con¬ 
tract  relate  only  to  that  contract,  while  other  pro¬ 


posals  relate  to  all  contractor  work.  Therefore, 
such  costs  are  not  “like-costs”  incurred  in  “like- 
circumstances”  and  do  not  constitute  double 
counting.  To  ensure  compliance  with  this  stan¬ 
dard,  the  contractor’s  disclosure  statement  should 
clearly  describe  the  criteria  used  to  distinguish 
between  direct  and  indirect  costs. 

CAS  403:  Allocation  of  Home  Office  Ex¬ 
penses  to  Segments.  This  standard  establishes 
criteria  for  allocating  home  office  expenses  to 
business  segments  based  on  the  “causal  or  ben¬ 
eficial”  relationship  between  home  office  ex¬ 
penses  and  certain  business  segments.  The  im¬ 
pact  of  the  standard  has  caused  companies  to 
significantly  increase  the  cost  that  is  separately 
identified  and  directly  allocated  from  home  of¬ 
fices  to  business  segments.  This  standard 
stresses  the  importance  of  minimizing  the 
amount  of  “residual  expenses”  or  those  ex¬ 
penses  remaining  at  the  home  office  to  be  allo¬ 
cated  as  overall  management  expense.  A  three- 
step  sequential  process  is  defined  for  allocat¬ 
ing  home  office  expenses: 

1 .  Direct  Allocation.  Expenses  are  identified 
for  direct  allocation  to  specific  business  seg¬ 
ments  to  the  maximum  extent  possible.  Direct 
allocation  is  mandatory,  not  an  option,  when  a 
practical  identification  can  be  made.  For  ex¬ 
ample,  government  procurement  policy  costs 
might  be  directly  identified  with  the  business 
segments  doing  business  with  the  government, 
while  manufacturing  policy  costs  might  be  iden¬ 
tified  with  the  business  segments  engaging  in 
manufacturing. 

2.  Indirect  Allocation.  Expenses  that  are  not 
directly  allocated  should  be  pooled  into  logical 
and  homogeneous  groups  and  then  allocated 
using  appropriate  bases  that  show  the  relation¬ 
ship  of  the  expenses  to  the  segments  concerned. 
Examples  of  such  indirect  expenses  and  appro¬ 
priate  allocation  bases  follow: 
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•  personnel  administration  —  the  number  of 
employees,  labor  hours,  payroll,  and  the  num¬ 
ber  of  hires 

•  data  processing  services  —  machine  time  and 
the  number  of  reports  prepared 

•  centralized  purchasing  —  the  number  of  pur¬ 
chase  orders,  value  of  purchases,  and  the 
number  of  line  items 

•  centralized  warehousing  —  square  footage, 
value  of  materials,  and  volume 

•  central  telephone  service  —  usage  costs  and 
the  number  of  instruments 

3.  Residual  Expenses.  Home  office  expenses 
that  remain  after  all  direct  and  indirect  alloca¬ 
tions  have  been  made  should  be  allocated  based 
on  a  total  activity  base.  These  expenses  gener¬ 
ally  have  no  special  benefit  to  any  particular 
segment,  but  they  are  necessary  to  the  overall 
business  operations.  Examples  of  such  expenses 
are  costs  for  the  chief  executive  officer,  chief  fi¬ 
nancial  officer,  board  of  directors,  and  any  staff 
who  cannot  be  identified  with  specific  activi¬ 
ties  of  a  business  segment.  When  residual  ex¬ 
penses  exceed  a  certain  amount,  the  standard 
requires  the  use  of  a  three-factor  formula  for 
allocation  to  business  segments.  This  formula 
is  the  simple  average  of  the  business  segment’s 
payroll,  operating  revenue,  and  net  book  value 
of  capital  assets  and  inventories  as  a  propor¬ 
tion  of  the  company’s  total  for  these  three  fac¬ 
tors. 

It  should  be  noted  that  CAS  403  does  have  a 
provision  allowing  management  flexibility.  It 
specifically  permits  a  special  allocation  when 
the  government  and  contractor  can  agree  that 
an  inequitable  allocation  of  residual  expenses 
would  result  from  strict  compliance  with  the 
standard.  For  example,  situations  involving 
government-owned  and  contractor-operated 
plants,  foreign  subsidiaries,  or  sales  subsidiar¬ 
ies  could  require  special  allocations  rather  than 
strict  use  of  the  three-factor  formula.  In  such 
situations,  certain  segments  may  have  operations 


that  are  relatively  self-sufficient  and  require  only 
minimal  management  and  administrative  support 
from  the  corporate  or  home  office.  Conversely,  a 
segment  may  require  a  special  allocation  in  greater 
amounts  if  it  is  highly  dependent  upon  the  home 
office  or  corporate  staff  for  management  and  ad¬ 
ministrative  support. 

CAS  404:  Capitalization  of  Tangible  Assets. 

Contractors  must  have  a  written  capitalization 
policy  that  is  reasonable  and  consistently  ap¬ 
plied.  This  policy  must  distinguish  between 
capital  assets  and  expenses.  The  standard  re¬ 
quires  capitalization  for  those  assets  that  have 
a  service  life  of  at  least  2  years  and  an  acquisi¬ 
tion  cost  of  $5,000  or  more.  Shorter  service  lives 
and  smaller  amounts  may  be  substituted  by  the 
contractor.  Costs  necessary  to  bring  an  asset  on 
line,  such  as  installation  and  initial  testing  and 
inspection  (if  they  are  material),  must  also  be 
capitalized.  Tangible  capital  assets  constructed 
by  contractors  for  their  own  use  must  be  capital¬ 
ized  at  amounts  that  include  all  indirect  costs 
properly  allocable  to  such  assets,  including  an 
allocation  of  general  and  administrative  (G&A) 
expenses  and  the  cost  of  money.  Leased  assets 
that  are  considered  to  be  purchases  are  also  sub¬ 
ject  to  the  standard.  The  requirements  of  CAS 
404  differ  substantially  from  generally  accepted 
accounting  principles  (GAAP)  regarding  the 
valuation  of  capital  assets  subsequent  to  a  busi¬ 
ness  combination.  For  example,  if  the  assets 
generate  depreciation  expense  in  the  most  re¬ 
cent  accounting  period  prior  to  the  business 
combination,  allowable  costs  for  depreciation 
are  calculated  based  on  the  seller’s  net  book 
value.  This  process  is  referred  to  as  the  “no  step- 
up,  no  step-down”  rule. 

CAS  406:  Cost  Accounting  Period.  This  stan¬ 
dard  provides  that  the  cost  accounting  period 
used  by  contractors  must  be  either  their  fiscal 
year  or  a  fixed  annual  period  other  than  their 
fiscal  year  (if  agreed  to  by  the  government).  The 
idea  of  a  monthly  cost  accounting  period  is  not 
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appropriate  for  contract  cost  accounting  pur¬ 
poses.  Direct  and  indirect  costs  are  not  incurred 
evenly  during  the  fiscal  year.  In  practice,  it  is 
common  to  have  large  variances  in  amounts  each 
month,  particularly  with  the  direct  allocation 
bases,  such  as  direct  labor  or  machine  hours. 
Capital-asset  decisions  regarding  the  acquisition 
of  fixed  assets,  such  as  plant  and  equipment,  are 
made  on  a  long-term  rather  than  a  short-term 
basis. 

Consequently,  monthly  indirect  expenses  for 
depreciation  of  fixed  assets  are  not  meaning¬ 
ful.  It  is  possible  that  a  given  contract  could  be 
fully  performed  within  only  a  few  months  of  a 
contractor’s  fiscal  year.  In  such  cases,  this  stan¬ 
dard  would  prevent  either  party  to  the  contract 
from  insisting  upon  monthly  overhead  rates  in 
order  to  maximize  or  minimize  their  share  of 
indirect  cost.  The  period  to  determine  the  total 
costs  allocable  to  a  contract  is  the  entire  cost 
accounting  period,  which  is  the  contractor’s  fis¬ 
cal  year.  All  indirect  rates  used  for  estimating, 
accumulating,  and  reporting  costs  must  be  based 
on  the  contractor’s  fiscal  year. 

CAS  410:  Allocation  of  Business  Unit  Gen¬ 
eral  and  Administrative  Expense  to  Final 
Cost  Objectives.  The  standard  defines  the  types 
of  expenses  that  are  considered  to  be  G&A  ex¬ 
penses  and  provides  acceptable  criteria  for  al¬ 
locating  such  expenses  to  the  final  cost  objec¬ 
tives  of  the  business  segment.  The  accounting 
for  G&A  expenses  represents  one  of  the  very 
significant  differences  between  commercial 
accounting  practices  and  government  contract 
accounting  practices.  For  commercial  account¬ 
ing  purposes,  such  costs  are  normally  treated 
as  expenses  related  to  the  total  operation  of  the 
business  and  not  related  to  the  production  of  a 
specific  item.  The  expenses  are  considered  to 
be  “period  expenses”  and  not  “product  costs.” 
Commercial  companies  typically  do  not  make 
any  efforts  to  allocate  such  period  expenses  to 
final  cost  objectives,  such  as  specific  products 


or  contracts.  Therefore,  in  the  commercial  world, 
G&A  expenses  are  simply  deducted  as  expenses 
on  the  business  segment  income  statement  to 
arrive  at  net  profit  or  loss  for  the  accounting  pe¬ 
riod.  From  the  contractor’s  perspective,  this  prac¬ 
tice  is  totally  unacceptable  for  government  con¬ 
tracting  purposes.  The  contractor  must  allocate 
all  costs  to  contracts  to  ensure  that  costs  are  at 
least  recovered  (much  less  making  a  profit)  on 
negotiated  contracts.  Therefore,  for  government 
contracting  purposes,  G&A  expenses  must  be 
treated  as  part  of  contract  costs.  Cost  account¬ 
ing  practices  that  are  unique  to  government 
contracting  have  been  developed  to  allocate  such 
costs  to  contracts.  Business-unit  G&A  expenses 
are  required  to  be  included  in  a  separate  indi¬ 
rect-cost  pool  and  are  to  be  allocated  only  to  fi¬ 
nal  cost  objects  or  contracts.  G&A  is  defined 
for  government  contracting  purposes  as  an  ex¬ 
pense  incurred  for  managing  and  administering 
the  business  unit  as  a  whole.  It  does  not  include 
those  management  expenses  whose  causal  or 
beneficial  relationship  can  be  more  directly  al¬ 
located.  Therefore,  any  management  expenses 
that  can  be  more  directly  allocated  should  be 
removed  from  the  G&A  expense  pool.  Examples 
of  such  expenses  could  be  purchasing,  subcon¬ 
tract  administration,  and  program  management. 
Purchasing,  for  example,  could  be  more  appro¬ 
priately  allocated  based  on  the  number  of  pur¬ 
chase  orders  or  on  the  value  of  materials  pur¬ 
chased  instead  of  being  a  part  of  the  G&A  cost 
pool. 

From  an  industry  perspective,  the  most  contro¬ 
versial  issue  regarding  CAS  410  has  been  the 
designation  of  specific  allocation  bases.  The 
standard  requires  the  use  of  a  cost-input  base 
that  best  represents  the  total  activity  of  the  busi¬ 
ness  unit.  The  bases  used  are  total-cost  input, 
value-added  input,  or  a  single-cost-element  in¬ 
put,  such  as  direct-labor  hours  or  dollars.  The 
intent  of  the  standard  is  to  include,  in  the  alloca¬ 
tion  base,  all  activities  that  represent  the  produc¬ 
tive  activity  of  the  business  segment. 
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For  example,  the  costs  of  intercompany  trans¬ 
fers  should  be  included  in  the  allocation  base 
and  such  transfers  should  bear  G&A.  The  stan¬ 
dard  prevents  the  use  of  allocation  bases  other 
than  the  cost  input.  The  allocation  bases  that  can¬ 
not  be  used  include  the  cost  of  sales,  employee 
head  count,  or  a  broad-formula  approach  such 
as  the  three-factor  formula  used  for  allocating 
residual  home  office  expenses.  The  total-cost 
input  base  is  the  most  common  method  used  by 
defense  contractors  to  distribute  or  allocate  G&A 
expenses.  Total-cost  input  is  the  total  cost  placed 
into  work-in-process  during  the  contractor’s  fis¬ 
cal  year.  Although  it  is  commonly  said  that  to¬ 
tal-cost  input  is  the  preferred  method  for  allocat¬ 
ing  G&A,  the  standard  does  not  provide  any 
preference  for  this  method.  In  fact,  a  value-added 
base  may  be  the  most  appropriate  base  in  some 
circumstances.  Indeed,  the  CAS  even  goes  so 
far  as  to  mandate  the  use  of  the  value-added  base 
in  certain  circumstances.  A  landmark  case.  Ford 
Aerospace  (ASBCA  23833)  found  the  contrac¬ 
tor  had  no  choice  but  to  use  a  value-added  base 
under  the  CAS.  As  a  result  it  is  now  clearly  es¬ 
tablished  that  there  is  no  preference  for  a  total- 
cost  input  base.  A  value-added  cost- input  base 
is  total-cost  input  less  material  and  subcontract 
costs.  This  base  should  be  used  where  the  inclu¬ 
sion  of  materials  and  subcontract  cost  would  sig¬ 
nificantly  distort  the  allocation  of  G&A,  such  as 
when  there  is  significant  use  of  government-fur¬ 
nished  components  for  which  there  are  no  ma¬ 
terials  cost  to  the  contractor. 

CAS  410  does  have  some  flexibility.  A  special 
allocation  of  G&A  expense  is  permitted  if  the 
government  and  the  contractor  agree  in  advance 
that  a  particular  contract  would  receive  signifi¬ 
cantly  more  or  less  benefits  from  G&A  ex¬ 
penses  than  it  would  receive  from  a  cost-input- 
based  allocation. 

CAS  418:  Allocation  of  Direct  and  Indirect 
Costs.  Of  all  the  cost  accounting  standards  is¬ 
sued,  CAS  418  is  probably  the  most  valuable 


from  the  standpoint  of  providing  authoritative 
criteria  for  the  management  of  indirect  costs.  This 
standard,  which  was  highly  controversial  with 
defense  contractors  when  first  issued,  requires 
the  consistent  classification  of  direct  and  indi¬ 
rect  costs;  establishes  criteria  for  the  accumula¬ 
tion  of  indirect  costs  into  “homogeneous”  cost 
pools,  such  as  operational  overhead  pools  and 
service  centers;  and  provides  guidance  relating 
to  the  selection  of  allocation  methods  based  on 
the  “beneficial  or  causal”  relationship  between 
an  indirect-cost  pool  and  cost  objectives. 

To  comply  with  CAS  418,  the  contractor  must 
have  a  written  statement  of  accounting  policies 
and  practices  for  classifying  costs  as  direct  or 
indirect.  The  contractor’s  indirect  costs  must  be 
grouped  into  logical  and  homogeneous  indirect- 
cost  pools.  This  requirement  means  that  the  cost 
of  functions  or  activities  that  are  to  be  pooled 
must  have  the  same  or  similar  beneficial  or 
causal  relationship  to  cost  objectives.  This  con¬ 
cept  of  homogeneity  is  achieved  if  the  final 
output  of  goods  and  services  or  the  activities  or 
functions  in  the  pool  are  the  same  or  similar.  If 
the  activities  or  functions  are  unlike  but  the  re¬ 
lationship  to  benefiting  cost  objectives  are  the 
same  or  similar,  homogeneity  is  also  achieved. 

An  example  of  a  homogeneous  indirect-cost 
pool  would  be  when  a  contractor  accumulates 
all  costs  that  relate  to  the  activities  of  building 
ownership,  maintenance,  and  utilities  into  one 
indirect-cost  pool,  designated  as  “occupancy 
cost,”  for  subsequent  allocation  to  all  cost  ob¬ 
jectives.  Although  the  costs  of  these  activities 
represent  unlike  costs,  each  of  the  activities  has 
the  same  or  a  similar  relationship  to  all  cost  ob¬ 
jectives  that  occupy  space  in  the  contractor’s  fa¬ 
cility. 

On  the  other  hand,  assume  that  a  contractor  in¬ 
cludes  the  indirect  costs  of  machining  and  as¬ 
sembling  activities  into  a  single  manufacturing 
overhead  pool.  The  machining  activity  may  not 
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have  the  same  or  similar  beneficial  or  casual  re¬ 
lationship  to  contracts  or  cost  objectives  as  does 
the  assembling  activity.  In  this  case,  the 
contractor’s  single  manufacturing-overhead  pool 
would  not  be  homogeneous  in  accordance  with 
the  provisions  of  CAS  418;  and  separate  pools 
would  be  required  to  comply  with  the  standard. 

The  lack  of  homogeneity  of  indirect-cost  pools 
may  often  occur  when  a  contractor’s  activities 
are  decentralized.  The  use  of  separate  indirect- 
cost  rates  for  each  geographical  location  will 
normally  produce  more  equitable  allocations  of 
indirect  costs  than  the  use  of  composite  or  company¬ 
wide  rates.  When  off-site  work  (away  from  a 
contractor’s  plant)  is  performed  at  government 
facilities,  separate  off-site  rates  are  usually  re¬ 
quired.  Off-site  overhead  rates  should  be  based 
on  eliminating,  from  the  overhead  pool,  those 
indirect  costs  that  do  not  benefit  off-site  activi¬ 
ties.  For  example,  occupancy  costs  may  be 
eliminated  from  off-site  pools  because  the 
contractor  uses  government  facilities  rather  than 
company-owned  facilities. 

From  the  government’s  perspective,  it  is  gener¬ 
ally  maintained  that  the  subdividing  of  indirect- 
cost  pools  provides  more  accurate  cost  infor¬ 
mation  for  government  contracts.  But  the 
number  and  type  of  cost  pools  should  be  gov¬ 
erned  by  practical  considerations.  Some  defense 
contractors  have  been  very  concerned  about 
government  personnel  advocating  a  large  in¬ 
crease  in  the  number  of  indirect-cost  pools. 

While  additional  cost  pools  may  provide,  to  some 
degree,  better  matching  of  costs  incurred  to  ben¬ 
efits  received,  contractors  are  concerned  that  it 
could  create  pricing  problems  due  to  the  sensitiv¬ 
ity  of  smaller  pools  to  changes  in  volume.  For 
example,  under  the  assumption  that  a  contractor 
has  a  single  plant- wide  manufacturing-overhead 
rate,  if  business  volume  should  shift  between 
several  products,  the  changes  in  volume  would 
cancel  out  and  the  overhead  rate  would  not  sig¬ 


nificantly  change.  But  if  each  product  has  its  own 
indirect-cost  pool,  then  the  several  indirect  rates 
could  vacillate  significantly  if  business  volume 
changes.  Also,  from  the  contractor’s  perspective, 
it  is  more  costly  from  an  administrative  stand¬ 
point  to  manage  a  large  number  of  cost  pools. 

CAS  418  provides  considerable  guidance  for 
selecting  allocation  bases  for  various  indirect- 
cost  pools.  To  understand  the  allocation  of  op¬ 
erational  indirect-cost  pools,  a  comparison  with 
the  allocation  of  the  business  segment  G&A 
cost  pool  is  beneficial.  As  discussed,  G&A  costs 
relate  to  the  operation  of  the  business  as  a 
whole;  and  the  costs  are  allocated  under  CAS 
410  on  a  base  representing  total  activity.  On  the 
other  hand,  operational  indirect-cost  pools  are 
related  to  the  production  of  goods  and  services 
and  not  to  the  operation  of  the  business  seg¬ 
ment  as  a  whole. 

Indirect  costs  related  to  the  production  of  goods 
and  services  are  allocated  over  the  appropriate 
measure  of  productive  activity.  Basically,  there 
are  two  kinds  of  operational  indirect-cost  pools. 
They  are  set  apart  in  CAS  418  as  either  cost 
pools  that  do  or  do  not  contain  a  material 
amount  of  the  costs  of  management  or  supervi¬ 
sion  of  activities  that  involve  direct  labor  or  di¬ 
rect  material  costs.  Indirect  cost  pools  with  a 
material  amount  of  the  costs  of  management  or 
supervision  are  commonly  referred  to  as  over¬ 
head  or  burden  pools.  Those  that  do  not  con¬ 
tain  these  costs  are  commonly  referred  to  as 
service  or  support  centers.  The  preferred  allo¬ 
cation  bases  set  out  in  CAS  418  are  contingent 
upon  whether  the  cost  pools  contain  material 
amounts  of  management  or  supervisory  costs. 

For  cost  pools  containing  significant  manage¬ 
ment  or  supervisory  cost,  the  preferred  alloca¬ 
tion  base  is  direct-labor  hours  or  dollars,  ma¬ 
chine  hours,  units  of  production,  or  the 
appropriate  measure  that  is  representative  of  the 
activity  being  supervised.  The  most  common 
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base  used  for  allocating  overhead  is  direct  labor 
dollars.  This  base  is  usually  representative  of  the 
activity  being  supervised,  and  the  information  is 
readily  available  from  the  contractor’s  payroll 
and  labor-distribution  records. 

CAS  418  provides  preferred  hierarchical  guid¬ 
ance  for  the  allocation  of  indirect-cost  pools  that 
do  not  include  material  amounts  of  the  cost  of 
management  or  supervision  of  activities  involv¬ 
ing  direct-labor  or  direct- material  costs.  These 
indirect-cost  pools  are  referred  to  as  service 
centers  or  support  centers.  Such  centers  are 
found  throughout  a  business  segment  and  con¬ 
stitute  certain  activities  that  usually  feed  pro¬ 
ductive  functions  or  support  management.  Ex¬ 
amples  of  such  activities  are  computer  services, 
company  aircraft,  transportation  services,  and 
print  shops.  The  preferred  allocation  base  is  one 
that  measures  resource  consumption,  such  as 
labor  hours  or  machine  hours  expended  in  ren¬ 
dering  the  services.  The  second  order  of  pref¬ 
erence  is  measure  of  output,  such  as  the  num¬ 
ber  of  units  produced  or  reports  processed.  If 
neither  of  the  first  two  measures  is  usable,  a 
surrogate  measure  of  output  or  activity,  which 
varies  in  proportion  to  the  services  received, 
may  be  used,  such  as  the  number  of  employees 
serviced. 

It  should  be  realized  that  any  given  allocation 
base  may  be  an  acceptable  base  in  a  particular 
case  and  unacceptable  in  another.  For  example, 
a  weakness  of  the  most  common  overhead  al¬ 
location  base,  direct-labor  dollars,  is  that  the 
total  direct-labor  cost  represents  the  sum  of  the 
high-  and  low-wage  workers.  When  labor  cat¬ 
egories  within  an  overhead  pool  vary  signifi¬ 
cantly,  such  as  when  there  are  high-priced  re¬ 
search  mechanics  working  with  low-paid  pro¬ 
duction  workers,  overhead  cost  allocations  will 
be  significantly  different  than  they  would  be  if 
labor  hours  were  used.  In  this  case,  if  labor  cost 
is  used  as  a  base,  more  overhead  will  be  allo¬ 
cated  to  work  performed  by  the  higher-paid 


workers.  This  allocation  process  could  cause 
an  overstatement  of  the  overhead  allocated  to 
the  work  performed  by  higher-paid  employees. 

Total  direct  material  dollars  may  not  be  an  ap¬ 
propriate  base  for  allocating  material  handling 
costs  if  it  includes  significant  costs  for  items 
that  are  not  received  at  the  contractor’s  plant 
but  are  shipped  directly  to  end  users.  In  addi¬ 
tion,  in  some  cases,  the  materials  that  are  higher 
in  costs,  such  as  subcontracted  items,  may  be 
far  more  expensive  to  purchase  and  handle.  A 
separate  overhead  pool  may  be  appropriate  for 
the  higher  valued,  more  complex  items  required 
to  be  procured  through  major  subcontracts. 
Also,  in  cases  where  there  are  two  or  three  prod¬ 
ucts  produced,  and  one  is  fabricated  with  very 
expensive  material  and  the  others  composed  of 
something  less  expensive,  the  product  with  the 
high  material  costs  would  absorb  a  dispropor¬ 
tionate  share  of  the  overhead  expense.  This 
problem  could  be  very  major  from  a  financial 
standpoint  when  government-furnished  equip¬ 
ment  is  provided  by  the  government  at  no  cost 
to  the  contractor  and  the  allocation  base  used  is 
direct  material  dollars. 

The  use  of  machine  hours  as  an  allocation  base 
for  manufacturing  overhead  is  appropriate  when 
investments  in  plant  and  equipment  are  substan¬ 
tial  and  manual  labor  is  of  lesser  importance. 
With  the  recent  increases  in  automated  manu¬ 
facturing  operations,  the  use  of  machine- 
oriented  bases  will  become  more  relevant  in  dis¬ 
tributing  indirect  costs.  The  primary  objection 
to  the  use  of  machine  hours  as  an  allocation 
base  in  the  past  has  been  the  absence  of  ad¬ 
equate  records  on  machine  utilization  for  many 
pieces  of  equipment. 

Management  is  generally  opposed  to  the  estab¬ 
lishment  of  new  machine  utilization  records  and 
the  collecting  of  special  cost  data  not  otherwise 
required  for  management  control  purposes. 
With  the  recent  emphasis  on  improving  the  ac- 
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curacy  of  indirect-cost  allocation,  in  the  future 
substantial  emphasis  will  likely  be  placed  on 
analyzing  the  various  activities  of  a  business, 
such  as  the  volume  of  shop  orders,  engineer¬ 
ing  changes,  and  purchase  requisitions. 

Government  acquisition  personnel  often  get 
involved  in  examining  indirect-cost  pool 
structure  and  various  allocation  bases  used 
by  contractors.  Their  objective  is  to  ensure 
that  indirect-cost  allocations  on  negotiated 
contracts  are  fair  and  equitable  and  consis¬ 
tent  with  CAS  4 1 8 .  When  CAS418was  origi¬ 
nally  issued,  the  CASE  intended  that  the  cre¬ 
ation  of  additional  indirect-cost  pools  would 
be  required  only  if  the  changes  would  result 
in  material  differences  in  allocations  of  indi¬ 
rect  cost.  In  addition,  from  an  industry  per¬ 
spective,  the  general  rule  is  that  a  smaller 
number  of  indirect-cost  pools  is  better  unless 
a  material  difference  in  the  allocation  of  in¬ 
direct  costs  would  occur. 

If  government  acquisition  personnel  for  some 
reason  believe  that  the  contractor’s  overhead 
pool  structure  is  not  fair  and  equitable,  they 
should  be  able  to  show,  prior  to  recommending 
changes  to  the  existing  indirect-cost  pool  struc¬ 
ture,  that  a  material  misallocation  of  costs  to 
government  contracts  will  result. 

The  CASE  realized  that  unique  problems  in  cost 
allocation  could  occur  and  provided  flexibility 
to  the  contracting  parties.  When  a  particular 
contract,  in  relation  to  other  contracts,  receives 
significantly  more  or  fewer  benefits  from  an 
indirect-cost  pool  than  it  would  from  the  alloca¬ 
tion  of  such  costs  using  a  base  determined  pur¬ 
suant  to  CAS  418,  the  government  and  contrac¬ 
tor  may  agree  to  a  special  allocation  from  that 
indirect-cost  pool  to  the  particular  contract. 

CAS  420:  Accounting  for  Independent  Re¬ 
search  and  Development  and  Bid  and  Pro¬ 
posal  Costs.  This  standard  is  concerned  with 


defining  Independent  Research  and  Develop¬ 
ment  (IR&D)  and  Eid  and  Proposal  (E&P)  cost, 
providing  the  criteria  for  accumulating  these  two 
significant  costs,  providing  criteria  for  allocat¬ 
ing  these  costs  to  cost  objectives,  and  ensuring 
consistency  among  contractors  in  the  account¬ 
ing  for  IR&D/E&P  costs. 

IR&D  is  defined  as  the  cost  of  an  effort  that  is 
not  sponsored  by  a  grant  or  otherwise  required 
in  performance  of  a  contract,  which  falls  within 
the  areas  of  basic  and  applied  research,  devel¬ 
opment,  and  systems  and  other  concept  formu¬ 
lation  studies.  E&P  cost  is  defined  as  the  cost 
of  preparing,  submitting,  or  supporting  any  bid 
or  proposal  that  is  not  supported  by  a  grant  or 
otherwise  required  for  the  performance  of  a  con¬ 
tract. 

The  standard  requires  that  the  basic  unit  for  the 
identification  and  accumulation  of  IR&D  and 
E&P  costs  will  be  the  individual  IR&D  or  E&P 
project.  The  individual  project  cost  consists  of 
all  costs,  both  direct  and  indirect,  allocated  to 
that  effort  except  business  unit  G&A  costs.  For 
example,  if  an  engineer  is  working  on  an  IR&D 
project  in  the  engineering  organization,  the  cost 
of  the  project  will  include  both  engineering  di¬ 
rect  labor  and  engineering  overhead.  Of  course, 
if  materials  were  used  on  the  project,  direct 
material  and  material  overhead  would  also  be 
added  to  the  total  project  costs.  G&A  costs  are 
excluded  because  IR&D  and  E&P  costs  are  of 
the  same  nature  as  G&A  costs. 

The  standard  requires  that  all  IR&D  and  E&P 
costs  accumulated  at  the  segment  level  must  be 
allocated  to  all  final  cost  objectives  at  the  busi¬ 
ness  unit  by  means  of  the  same  base  used  by  the 
business  unit  to  allocate  its  G&A  costs.  The  stan¬ 
dard  further  provides  that  any  IR&D  and  E&P 
costs  that  are  accumulated  at  the  home  office  and 
can  be  identified  with  a  specific  segment  should 
be  allocated  to  that  segment. 
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In  accordance  with  CAS  403,  all  other  IR&D 
and  B&P  costs  accumulated  at  the  home  office 
should  be  allocated  among  all  segments  by 
means  of  the  same  base  used  to  allocate  residual 
expenses.  If  a  company  has  several  segments 
performing  IR&D  projects  that  are  technically 
applicable  to  only  a  portion  of  these  segments, 
CAS  420  provides  that  the  cost  of  those  projects 
be  allocated  to  the  benefiting  segments.  The 
standard  also  permits  a  special  allocation  in  un¬ 
usual  circumstances;  however,  an  advance 
agreement  is  required  between  the  two  parties. 

CONTRACT  PRICE  ADJUSTMENTS 

It  is  quite  obvious  that  the  requirements  of  the 
cost  accounting  standards  are  written  primarily 
with  the  government’s  interest  in  mind.  In  fact, 
the  government  exercises  tremendous  power 
through  the  administration  of  the  CASs  because 
it  can  adjust  a  contract  price  after  negotiations 
are  completed.  If  a  contractor  fails  to  follow 
the  disclosed  cost  accounting  practices  or  com¬ 
ply  with  a  cost  accounting  standard;  and,  as  a 
result,  government  costs  are  increased  on  a  CAS- 
covered  contract,  the  government  is  entitled  to  a 
downward  price  adjustment  with  interest.  Any 
disagreements  between  the  government  and  con¬ 
tractors  regarding  compliance  are  handled  as 
disputes  under  the  contract. 

The  government’s  right  to  a  price  adjustment 
on  all  CAS-covered  contracts  does  not  mean 
that  contractors  cannot  change  their  account¬ 
ing  system.  Contractors  often  change  their  ac¬ 
counting  systems  subsequent  to  negotiations 
with  the  government.  However,  they  must  pro¬ 
vide  written  notification  of  any  proposed 
changes  60  days  before  the  planned  implemen¬ 
tation.  The  notification  is  to  include  a  descrip¬ 
tion  of  the  accounting  change  and  an  estimate  of 
the  general  dollar  magnitude  that  the  change  will 
have  on  all  CAS-covered  contracts. 


Subsequent  to  the  notification  of  the  change  and 
when  a  more  comprehensive  analysis  of  the 
change  has  been  completed,  the  contractor  is 
required  to  submit  a  detailed  proposal  of  the  cost 
impact  of  the  changes.  If  the  proposed  change 
decreases  costs  to  the  government,  a  downward 
adjustment  will  be  negotiated.  The  government 
will  allow  a  cost  increase  only  if  the  contracting 
officer  determines  that  the  change  is  desirable 
and  not  detrimental  to  the  government. 

Both  the  government  and  the  contractor  can 
request  a  change  in  accounting  practices.  Over 
time,  cost  accounting  practices,  which  were 
once  equitable,  may  become  inequitable  due  to 
changed  circumstances.  Consequently,  to  remain 
in  compliance  with  the  standards,  contractors 
may  need  to  change  their  cost  accounting  prac¬ 
tices.  For  example,  changes  in  manufacturing 
processes  and  practices,  changes  in  product  mix, 
conversion  from  direct-labor  to  machine-hour 
allocation  bases,  or  adoption  of  standard  costs 
may  necessitate  the  revision  of  existing  indirect- 
cost-rate  structures. 

At  the  present  time,  the  large-scale  restructur¬ 
ing  activities  occurring  in  defense  industry  cor¬ 
porations  will  probably  initiate  many  account¬ 
ing  system  changes.  The  current  managerial 
emphasis  on  total  quality  management  pro¬ 
grams,  such  as  efforts  to  reduce  overhead  costs 
or  adoption  of  best  practices,  can  also  cause  re¬ 
visions  in  cost  accounting  practices. 

Government  acquisition  personnel  should  be 
aware  that  accounting  changes  should  be  viewed 
from  a  long-term,  total  company  perspective  as 
opposed  to  a  short-term,  program  perspective. 
A  program’s  indirect-cost  allocation  could  be 
increased  on  a  short-term  basis;  however,  on  a 
longer-term  basis,  the  net  effect  could  be  lower 
costs  for  the  government  as  a  whole  because 
other  programs  receive  fewer  cost  allocations  in 
the  future.  As  an  example,  it  would  appear  that, 
in  the  long  run,  restructuring  changes  should 
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result  in  efficiencies  and  lower  costs  for  the  gov¬ 
ernment.  This  is  one  of  the  primary  reasons  that 
the  administration  of  the  CASs  is  done  by  the 


administrative  contracting  officer  (AGO).  The 
AGO  must  view  the  contractor  from  a  total  com¬ 
pany  perspective  and  not  from  a  program- spe¬ 
cific  perspective. 


COST  ACCOUNTING  STANDARDS 


CAS  401:  Consistency  in  Estimating,  Ac¬ 
cumulating,  and  Reporting  Costs.  The  cost 
accounting  practices  used  in  accumulating  and 
reporting  of  actual  cost  must  be  consistent  with 
the  practices  used  in  estimating  costs  in  pric¬ 
ing  proposals.  Cost  estimates  must  be  prepared 
in  such  detail  so  that  any  significant  cost  can 
be  subsequently  compared  with  actual  cost  ac¬ 
cumulations.  The  purpose  of  this  standard  is 
to  enhance  the  likelihood  that  comparable 
transactions  are  treated  alike  and  to  obtain  im¬ 
proved  reliability  of  estimates  and  comparisons 
with  performance. 

CAS  402:  Consistency  in  Allocating  Cost 
Incurred  for  the  Same  Purpose.  The  same 
type  of  cost  must  be  consistently  classified 
as  direct  or  indirect  with  respect  to  all  work 
performed.  The  purpose  of  this  standard  is  to 
require  that  each  type  of  cost  is  allocated  only 
once  and  on  only  one  basis  to  any  contract  or 
other  cost  objective  in  order  to  prevent  over¬ 
charging  of  some  contracts  and  to  eliminate 
double  counting. 

CAS  403:  Allocation  of  Home  Office  Ex¬ 
penses  to  Segments.  Establishes  the  criteria 
for  allocation  of  home  office  expenses  to  seg¬ 
ments  and  minimizes  the  amount  of  such  ex¬ 
penses  classified  as  residual.  Home  office  ex¬ 
penses  are  to  be  directly  allocated  to  the  ex¬ 
tent  practical  on  the  basis  of  the  beneficial  or 
casual  relationship  between  the  home  office 


and  segments.  Home  office  expenses  that  are 
deemed  residual  expenses  (which  are  those 
expenses  that  are  not  identifiable  with  specific 
activities  of  segments,  such  as  the  expenses  of 
the  Chief  Executive  Officer)  must  be  allocated 
in  accordance  with  a  three-factor  formula  when 
they  exceed  certain  amounts.  The  three  fac¬ 
tors  are:  operating  revenue,  payroll,  and  capi¬ 
tal  assets  plus  inventories.  When  the  three-fac¬ 
tor  formula  is  not  required,  residual  expenses 
must  be  allocated  over  a  base  that  is  represen¬ 
tative  of  the  total  activity  of  the  segments. 

CAS  404:  Capitalization  of  Tangible  Assets. 

This  standard  facilitates  the  consistent  mea¬ 
surement  of  costs  based  on  a  capitalization 
policy  that  adheres  to  the  criteria  of  the  stan¬ 
dard.  Contractors  must  possess  and  consis¬ 
tently  follow  a  written  policy  on  capitalization 
practices.  Currently,  the  acquisition  cost  of  tan¬ 
gible  assets  must  be  capitalized  when  the  ac¬ 
quisition  cost  is  greater  than  $5,000  and  the 
estimated  service  life  exceeds  two  years. 

CAS  405:  Accounting  for  Unallowable 
Costs.  The  purpose  of  this  standard  is  to  fa¬ 
cilitate  the  negotiation,  audit,  and  settlement 
of  unallowable  costs.  Unallowable  costs  must 
be  segregated  and  identified  as  such  in  all  pric¬ 
ing  and  billing  to  the  government.  The  main¬ 
tenance  of  records  in  sufficient  detail  to  pro¬ 
vide  visibility  of  unallowable  costs  and  the 
accounting  treatment  of  such  costs  is  required. 


Exhibit  14.  Cost  Accounting  Standards 
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CAS  406:  Cost  Accounting  Period.  This  rule 
provides  criteria  for  the  periods  to  be  used  as 
cost  accounting  periods  for  contract  estimat¬ 
ing,  accumulating,  and  reporting  of  cost.  A  con¬ 
tractor  must  use  his  fiscal  year  as  his  cost  ac¬ 
counting  period  for  developing  overhead  rates 
for  pricing  and  charging  any  government  work 
performed  during  the  fiscal  year,  unless  there 
is  a  mutually  agreed-to  period  that  is  the  es¬ 
tablished  practice  of  the  contractor. 

CAS  407:  Use  of  Standard  Costs  for  Di¬ 
rect  Material  and  Direct  Labor.  Provides 
the  criteria  for  using  standard  costs  for  esti¬ 
mating,  accumulating,  and  reporting  costs  of 
direct  material  and  direct  labor.  The  standard 
also  provides  criteria  relating  to  the  establish¬ 
ment  of  standards,  accumulation  of  standard 
costs,  and  disposition  of  variances  from  stan¬ 
dard  costs.  The  stated  criteria  must  be  met 
before  standard  costs  may  be  used  for  gov¬ 
ernment  contracts. 

CAS  408:  Accounting  for  Costs  of  Compen¬ 
sated  Personal  Absence.  Compensated  per¬ 
sonal  absence  costs  are  to  be  assigned  to  the 
cost  accounting  period  in  which  the  entitlement 
is  earned.  Entitlement  is  recognized  on  an  ac¬ 
crual  basis  at  the  time  the  employer  becomes 
liable  to  pay  in  the  event  of  a  layoff  or  other 
disciplinary  termination.  The  purpose  of  this 
standard  is  to  assign  costs  to  the  cost  account¬ 
ing  period  in  which  the  related  labor  is  per¬ 
formed  and  in  which  labor  costs  are  recog¬ 
nized. 

CAS  409:  Depreciation  of  Tangible  Capi¬ 
tal  Assets.  Provides  criteria  for  assigning 
costs  of  tangible  assets  to  cost  accounting  pe¬ 
riods  and  for  consistent  allocation  of  those  costs 


to  cost  objectives.  The  contractor  may  select 
any  appropriate  method  of  depreciation  that 
reflects  the  pattern  of  consumption  over  the 
life  of  the  asset.  Estimated  service  lives  are  not 
to  be  less  than  the  life  spans  that  are  supported 
by  the  contractor’s  records  of  past  experience. 
Estimated  residual  values  must  be  determined 
for  all  capital  assets  or  groups  of  assets.  The 
estimated  residual  value  must  be  deducted  from 
the  capitalized  value  in  computing  the  depre¬ 
ciation  cost  base  except  in  certain  limited  cir¬ 
cumstances.  Depreciation  of  assets  used  by 
service  centers  should  be  charged  to  the  ser¬ 
vice  center.  Depreciation  costs  are  generally 
allocated  as  indirect  expenses  to  contracts. 
They  may  be  charged  directly  only  if  the 
charges  are  based  on  usage  and  the  costs  of 
like  assets  used  for  similar  purposes  are  also 
charged  direct. 

CAS  410:  Allocation  of  Business  Unit  Gen¬ 
eral  and  Administrative  Expense  to  Cost 
Objectives.  This  standard  provides  criteria  for 
the  allocation  of  the  cost  of  general  and  ad¬ 
ministrative  expenses  based  on  their  benefi¬ 
cial  or  causal  relationships.  Business  segment 
G&A  must  be  grouped  in  a  separate  indirect- 
cost  pool  and  allocated  on  a  base  measured 
by  cost  input.  Three  types  of  cost  input  allo¬ 
cation  bases  are  provided;  total  cost  input, 
value  added  input,  and  single  element  cost 
input.  General  and  administrative  expenses, 
whose  beneficial  or  causal  relationship  to  cost 
objectives  are  more  directly  measured  by 
other  than  cost  input,  are  to  be  excluded  from 
G&A  and  must  be  separately  allocated. 

CAS  411:  Accounting  for  Acquisition  Costs 
of  Material.  This  requires  the  contractor  to 
have  written  statements  of  accounting  policies 
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and  practices  for  accumulating  the  costs  of  ma¬ 
terial  and  for  allocating  costs  of  material  to  cost 
objectives.  Material  inventory  records  must  be 
kept  for  each  category  of 
material  with  some  exceptions.  The  standard 
provides  that  material  specifically  acquired  for 
identified  contracts  may  be  charged  directly 
to  the  contract.  The  cost  of  material  used  solely 
in  performing  indirect  functions  (or  if  it  is  not 
a  significant  element  of  production  cost)  may 
be  allocated  to  an  indirect-cost  pool.  The  ac¬ 
ceptable  methods  of  costing  when  issuing 
material  from  inventory  are;  FIFO  (first-in, 
first-out),  moving  or  weighted  average,  stan¬ 
dard  cost,  or  LIFO  (last-in,  first-out). 

CAS  412:  Cost  Accounting  Standards  for 
Composition  and  Measurement  of  Pension 
Costs.  Prior  to  this  standard,  there  was  no  au¬ 
thoritative  guidance  regarding  components  of 
pension  costs  that  could  be  properly  included 
as  contract  costs,  or  any  criteria  for  measur¬ 
ing  and  assigning  pension  costs  to  cost  ac¬ 
counting  periods.  This  standard  establishes  the 
components  of  pension  costs  and  the  bases  for 
measuring  such  costs.  The  standard  also  pro¬ 
vides  criteria  for  determining  the  amount  of 
pension  cost  to  be  assigned  to  cost  accounting 
periods. 

CAS  413:  Adjustment  and  Allocation  of 
Pension  Costs.  This  standard  provides  for  ad¬ 
justment  of  pension  cost  for  actuarial  gains 
and  losses,  their  assignment  to  cost  account¬ 
ing  periods,  and  bases  for  allocation  of  pen¬ 
sion  costs  to  business  segments.  Actuarial 
gains  and  losses  are  to  be  calculated  annually 
and  are  to  be  assigned  to  the  cost  accounting 
period  for  which  the  actuarial  valuation  is  made 
and  to  subsequent  accounting  periods.  Pension 
costs  are  to  be  measured  by  the  valuation  of 


pension  fund  assets  using  a  method  that  rec¬ 
ognizes  fair  market  values  with  consideration 
for  short-term  market  fluctuations.  Pension  plan 
costs  are  to  be  separately  allocated  to  segments 
based  on  active  participation  of  employees. 

CAS  414:  Cost  of  Money  as  an  Element  of 
the  Cost  of  Facilities  Capital.  This  provides 
for  the  explicit  recognition  of  the  cost  of 
money  for  facilities  capital  as  an  element  of 
contract  costs.  A  contractor’s  net  book  value 
of  facilities  is  measured  and  allocated  in  ac¬ 
cordance  with  set  criteria.  The  allocated 
amount  is  used  as  a  base  to  which  a  cost  of 
money  rate  is  applied.  The  rate  is  based  on 
interest  rates  determined  by  the  Secretary  of 
the  Treasury.  Facilities  capital  items  include 
recorded  facilities,  land,  leased  property,  and 
corporate  or  group  facilities.  A  facilities  capi¬ 
tal  cost  of  money  factor  is  developed  for  each 
indirect-cost  pool  for  which  a  significant 
amount  of  facilities  capital  has  been  allocated. 
The  cost  of  capital  committed  to  facilities  is 
separately  computed  for  each  contract. 

CAS  415:  Accounting  for  the  Cost  of  De¬ 
ferred  Compensation.  This  rule  provides 
criteria  for  the  measurement  and  assignment 
of  deferred  compensation  costs  to  cost  ac¬ 
counting  periods.  The  cost  of  deferred  com¬ 
pensation  is  to  be  assigned  to  the  cost  account¬ 
ing  period  in  which  the  contractor  incurs  an 
obligation  to  compensate  the  employee.  The 
measurement  of  the  amount  of  the  deferred 
compensation  is  the  present  value  of  the  fu¬ 
ture  benefits  to  be  paid  by  the  contractor. 

CAS  416:  Accounting  for  Insurance  Costs. 

This  standard  provides  criteria  for  the  measure¬ 
ment  of  insurance  costs,  the  assignment  of 
such  costs  to  cost  accounting  periods,  and  their 
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allocation  to  cost  objectives.  The  amount  of 
insurance  cost  to  be  assigned  to  a  cost  account¬ 
ing  period  is  the  projected  average  loss  for  that 
period  plus  insurance  administrative  expenses 
in  that  period.  Insurance  costs  are  to  be  allo¬ 
cated  to  cost  objectives  on  the  basis  of  the  ben¬ 
eficial  or  causal  relationship  between  the  in¬ 
surance  costs  and  the  benefiting  or  causing  cost 
objectives. 

CAS  417:  Cost  of  Money  as  an  Element  of 
the  Cost  of  Capital  Assets  Under  Construc¬ 
tion.  Establishes  criteria  for  the  measurement 
of  the  cost  of  money  attributable  to  capital  as¬ 
sets  under  construction,  fabrication,  or  devel¬ 
opment  as  an  element  of  the  cost  of  those  as¬ 
sets.  This  standard  improves  cost  measurement 
by  providing  for  recognition  of  cost  of  con¬ 
tractor  investment  in  assets  under  construction; 
and  provides  greater  uniformity  in  accounting 
for  asset  acquisition  costs. 

CAS  418:  Allocation  of  Direct  and  Indirect 
Costs.  This  provides  for  consistent  determi¬ 
nation  of  direct  and  indirect  costs,  provides 
criteria  for  the  accumulation  of  indirect  costs, 
including  service  center  and  overhead  costs 
in  indirect-cost  pools,  and  provides  guidance 
relating  to  the  selection  of  allocation  measures 
based  on  the  beneficial  or  causal  relationship 
between  an  indirect-cost  pool  and  cost  objec¬ 
tives.  For  those  indirect-cost  pools  contain¬ 
ing  a  material  amount  of  the  costs  of  manage¬ 
ment  or  supervision  of  activities  involving 


direct  labor  or  materials,  the  selected  alloca¬ 
tion  base  is  to  be  representative  of  the  activity 
being  managed  or  supervised  (e.g.,  direct  la¬ 
bor,  machine  hours,  direct  materials).  For  in- 
direct-cost  pools  that  do  not  contain  a  material 
amount  of  management  or  supervision  costs, 
the  allocation  base  shall  be,  in  order  of  prefer¬ 
ence:  an  appropriate  measure  of  resource  con¬ 
sumption,  measure  of  output  of  the  activities, 
or  a  surrogate  measure  that  varies  in  propor¬ 
tion  to  the  services  received. 

CAS  419.  This  standard  was  consolidated 
with  CAS  418  after  comment. 

CAS  420:  Accounting  for  Independent  Re¬ 
search  and  Development  Costs  and  Bid  and 
Proposal  Costs.  This  rule  provides  criteria 
for  the  accumulation  of  independent  research 
and  development  (IR&D)  costs  and  bid  and 
proposal  (B&P)  costs.  It  also  provides  crite¬ 
ria  for  the  allocation  of  such  costs  to  cost  ob¬ 
jectives  based  on  the  beneficial  or  causal  re¬ 
lationship  between  such  costs  and  cost 
objectives.  The  standard  provides  that  the  ba¬ 
sic  unit  for  the  identification  and  accumula¬ 
tion  of  IR&D/B&P  is  the  individual  project. 
This  includes  all  allocable  costs,  including 
materials  and  overhead  —  except  G&A  ex¬ 
penses.  IR&D  and  B&P  expenses  not  allo¬ 
cated  by  a  special  allocation  (based  on  a  ben¬ 
eficial  or  causal  relationship)  must  be 
allocated  to  final  cost  objectives  on  the  same 
base  used  to  allocate  general  and  adminis¬ 
trative  expenses. 
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8 

HOW  THE  GOVERNMENT  MONITORS 
INDIRECT  COSTS 


INTRODUCTION 

The  DoD  Federal  Acquisition  Supplement 
(DFARS)  sets  forth  a  very  clear  policy.  It  re¬ 
lates  DoD’s  approach  for  ensuring  that  mana¬ 
gerial  attention,  of  both  the  contractor  and  gov¬ 
ernment,  is  focused  on  contractor  indirect  costs. 
It  strongly  emphasizes  that  defense  contractors 
are  responsible  for  managing  and  controlling 
their  own  indirect  costs.  DoD’s  objectives  are 
to  systemically  monitor  how  the  contractor 
plans  and  controls  these  costs  and  to  conduct 
sufficient  tests  of  the  contractor’s  control  sys¬ 
tem  to  ensure  that  the  costs  are  effectively  man¬ 
aged. 

Individual  indirect  expenses  at  contractor  fa¬ 
cilities  simply  cannot  be  monitored  by  govern¬ 
ment  personnel  due  to  the  sheer  volume  of  the 
business  transactions  involved.  Thus,  the  focus 
of  DoD  monitoring  activities  is  on  the  policies, 
procedures,  and  practices  used  by  individual 
contractors  in  controlling  their  indirect  costs. 
The  bottom-line  objective  of  DoD  personnel, 
in  the  final  analysis,  is  to  ensure  that  DoD  pays 
only  its  fair  share  of  indirect  costs  that  are  allo¬ 
cated  to  the  government’s  flexibly  priced  con¬ 
tracts. 

Within  the  government,  monitoring  indirect  cost 
is  a  major  activity  of  the  contract  administra¬ 
tion  function  (defined  in  FAR  Part  42).  The  or¬ 
ganization  primarily  responsible  for  contract 
administration  within  DoD  is  the  Defense  Con¬ 
tract  Management  Agency  (DCMA).  This  or¬ 
ganization  is,  in  effect,  an  extension  of  program 


offices  at  contractor  plants.  The  DCMA  has  con¬ 
centrated  top  management  attention  toward  ad¬ 
dressing  the  monitoring  of  indirect  costs  and  has 
aggressively  pursued  a  major  command  initia¬ 
tive  of  “Overhead  Management.”  DCMA,  as 
well  as  many  major  program  managers,  has  be¬ 
come  very  concerned  with  the  increasing  level 
of  indirect  costs  throughout  the  defense  indus¬ 
try.  “Program  affordability”  has  become  the 
managerial  keyword  for  the  continuation  of 
major  defense  programs  as  the  defense  budget 
declines.  In  addition  to  the  overall  industry  is¬ 
sue  of  a  declining  business  base  that  drives  in¬ 
creases  in  indirect  rates,  many  contractors  have 
been  experiencing  extraordinary  changes  in 
their  corporate  structures  due  to  merger,  acqui¬ 
sition,  restructuring,  and  consolidation  activi¬ 
ties.  In  the  short  run,  these  significant  organi¬ 
zational  changes  tend  to  increase  indirect  costs. 

In  addition  to  the  structural  changes,  determin¬ 
ing  which  party  is  responsible  for  paying  ex¬ 
pensive  environmental  cleanup  costs  is  a  major 
indirect-cost  issue  at  senior  levels  within  the 
acquisition  community.  So  a  very  complex  area 
of  contract  management  has  become  even  more 
complicated.  Since  the  DCMA  is  the  primary 
DoD  organization  responsible  for  determining 
whether  indirect  costs  are  reasonable,  allowable, 
and  allocable,  it  must  resolve  these  issues  in 
the  process  of  negotiating  indirect  rates  with 
numerous  defense  contractors. 

It  is  important  to  note  that  monitoring  indirect 
costs  by  the  government  in  the  shipbuilding 
industry  is  not  the  responsibility  of  the  DCMA. 
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As  is  often  heard  in  the  defense  acquisition  com¬ 
munity,  “shipbuilding  is  different.”  Because  of 
the  specialized  nature  of  this  industry,  the  Navy 
Supervisors  of  Shipbuilding  Conversion  &  Re¬ 
pairs  (SUPSHIPS)  provide  all  contract  admin¬ 
istration  (including  negotiating  indirect  costs) 
and  onsite  technical  expertise  for  the  Navy’s  new 
ship  construction  and  repair  efforts.  The 
SUPSHIPS  are  primarily  technical  and  engineer¬ 
ing  activities  in  the  field,  and  contract  adminis¬ 
tration  is  only  one  aspect  of  their  broad  mission. 
These  organizations  are  uniquely  placed  to  man¬ 
age  the  integration  of  various  contractor  person¬ 
nel  with  the  ship’s  force,  numerous  other  ship¬ 
yard  workers,  and  Navy  personnel  performing 
the  numerous  activities  required  in  the  construc¬ 
tion  and  repair  of  ships.  In  addition,  expertise  is 
needed  for  dealing  with  the  ship’s  crew,  who  re¬ 
main  aboard  during  maintenance  periods  and 
continue  to  work  and  train  on  the  ship  as  it  un¬ 
dergoes  repairs. 

Within  the  SUPSHIP  onsite  organization,  all 
activities  relating  to  the  monitoring  of  indirect 
costs  are  the  responsibility  of  the  Contracts 
Department.  An  unusual  aspect  of  shipbuild¬ 
ing  is  that  the  contracts  function  includes  both 
Procurement  Contracting  Officer  (PCO)  and 
Administrative  Contracting  Officer  (ACO) 
functions.  The  Navy’s  objective  is  to  provide 
“one  face”  to  the  shipbuilding  and  ship  repair 
industry  and  to  retain  full  management  control 
of  contract  administration  functions  with  no  del¬ 
egations  to  the  DCMA.  The  Naval  Sea  Systems 
Command  is  the  headquarters  for  SUPSHIPS 
and  provides  overall  guidance  relating  to 
indirect-cost  matters.  With  the  significant  de¬ 
creases  in  shipbuilding  budgets  and  the  result¬ 
ing  reductions  in  the  business  bases  for  ship¬ 
building  contractors,  the  control  of  overhead  is 
presently  considered  to  be  one  of  the  “high  vis¬ 
ibly”  topics  at  the  shipyards. 

Government  and  industry  are  very  different  in 
terms  of  how  they  assign  the  responsibility  for 


the  monitoring  of  indirect  costs.  In  industry,  as 
explained  in  detail  earlier,  monitoring  indirect 
cost  is  essentially  a  financial  management  func¬ 
tion.  But  in  the  government  the  function  pri¬ 
marily  falls  under  the  heading  of  contract  man¬ 
agement. 

DCMA  OVERHEAD  CENTER 

To  come  to  grips  with  the  increasingly  compli¬ 
cated  area  of  monitoring  indirect  cost  and  to 
address  the  concerns  of  program  managers,  who 
have  experienced  significant  increases  in  indi¬ 
rect  rates,  the  DCMA  established  an  Overhead 
Center  to  assist  ACOs  in  the  indirect-cost  arena. 

DCMA  management  realized  that  the  issues  in¬ 
volving  the  allowability  and  allocability  of  indi¬ 
rect  costs  had  become  so  complicated  that  de¬ 
fense  contractors,  when  negotiating  with  the 
government,  would  typically  bring  in  profes¬ 
sional  outside  consultants  to  address  some  of 
the  issues  related  to  mergers,  acquisitions,  re¬ 
organizations,  pensions,  environmental  pollu¬ 
tion,  and  other  major  issues.  Unfortunately, 
there  is  no  place  within  DCMA  for  contract 
management  personnel  to  obtain  such  profes¬ 
sional  advice  and  guidance  related  to  many  of 
these  emerging  issues. 

In  addition,  DCMA  is  very  concerned  with  en¬ 
suring  that  defense  contractors  receive  consis¬ 
tent  treatment  from  the  government  in  negoti¬ 
ating  the  very  large  and  complex  issues  involving 
indirect  cost.  Consequently,  DCMA  established 
an  Overhead  Center  to  provide  contract-man¬ 
agement  personnel  with  a  central  place  to  ob¬ 
tain  policy  advice  and  guidance  related  to  indi¬ 
rect-cost  matters. 

The  center  is  responsible  for: 

•  bringing  a  national  focus  to  indirect-cost  issues, 

•  performing  research  and  analysis  to  support 
field  negotiation. 
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•  anticipating  emerging  issues  and  acting  to  in¬ 
fluence  DoD  policy, 

•  providing  timely  information  to  program  offices, 

•  reviewing  precedent- setting  issues  (espe¬ 
cially  those  involving  the  cost  accounting 
standards  and  cost  principles), 

•  researching  and  analyzing  Armed  Services 
Board  of  Contract  Appeals  (ASBCA)  and 
Court  of  Claims  legal  decisions  for  support¬ 
ing  negotiations, 

•  analyzing  negotiation  results  to  derive  “les¬ 
sons  learned”  for  future  negotiations,  and 

•  maintaining  a  core  capability  for  performing 
overhead  “should-cost”  reviews.  (“Should- 
cost”  reviews  will  be  discussed  in  more  de¬ 
tail  when  government  monitoring  techniques 
are  examined.) 

The  Overhead  Center  is  staffed  with  a  small 
group  of  specialists  who  work  in  areas  such  as 
business  reorganizations,  pensions,  cost  ac¬ 
counting  standards,  cost  principles,  independent 
research  and  development,  bid  and  proposals, 
electronic  data  processing,  and  actuarial  science. 

The  Overhead  Center  also  includes  the  Legal  Prac¬ 
tice  Group,  which  is  staffed  with  a  small  number 
of  attorneys  who  provide  legal  and  negotiation 
support  for  resolving  complex  indirect-cost  issues. 
Essential  industrial  engineering  and  technical  sup¬ 
port  is  provided  to  the  Overhead  Center  on  a  ma¬ 
trix  basis  at  DCMA  Headquarters. 

Now  certain  review  teams,  specializing  in  such 
areas  as  insurance  and  pension,  operate  in  the 
field  and  report  directly  to  the  center.  Later  the 
functions  performed  by  these  specialized  review 
teams  will  be  discussed. 

RELATIONSHIP  TO 
PROGRAM  OFFICES 

Monitoring  indirect-costs  requires  great  reliance 
on  program  offices  to  help  establish  a  realistic 
forecast  of  the  business  base.  Program  offices 


are  in  an  excellent  position  to  provide  current 
information,  such  as  quantity  forecasts,  deliv¬ 
ery  schedules,  requirement  changes,  production 
options,  and  time-phased  estimates.  This  infor¬ 
mation  is  invaluable  for  negotiating  indirect- 
cost  allocation  bases  with  defense  contractors. 
Program  managers  should  make  special  efforts 
to  assist  the  government  monitoring  team  in  any 
way  possible  and  should  work  toward  strength¬ 
ening  the  monitoring  process  by  improving 
management  visibility  related  to  their  programs. 
As  an  absolute  minimum,  information  requested 
by  DCMA  from  program  managers  should  pro¬ 
vide  valuable  information  for  an  independent 
“sanity  check”  on  estimates  received  from  con¬ 
tractors. 

Program  offices  should  be  actively  involved  in 
the  government’s  monitoring  process  to  ensure 
that  their  contractors  adequately  control  indi¬ 
rect  costs.  It  is  essential  that  they  are  very  fa¬ 
miliar  with  their  contractor’s  indirect-cost  struc¬ 
ture  in  order  to  understand  programmatic 
functions  related  to  cost  estimating,  pricing, 
negotiating,  and  cost  reporting.  It  should  be  rec¬ 
ognized  that  one  of  the  most  difficult  tasks  for 
arriving  at  the  cost  of  any  weapon  system  is  the 
determination  of  the  proper  amount  of  indirect 
costs  to  assign  to  each  system. 

GOVERNMENT  TEAM 

Procurement  Contracting  Officer  (PCO) 

The  PCO  is  the  government’s  legal  representa¬ 
tive  and  is  the  individual  with  the  authority  to 
award,  administer,  and  terminate  government 
contracts.  However,  certain  responsibilities  of 
the  PCO  can  be  delegated  to  authorized  repre¬ 
sentatives.  It  is  customary,  after  award  of  ma¬ 
jor  defense  contracts,  for  the  PCO  to  delegate 
responsibility  for  administration  of  the  contract 
to  an  ACO.  In  so  doing,  the  PCO  still  retains 
overall  control  of  contracts.  The  ACO  supports 
the  PCO  by  obtaining  timely  and  accurate  in- 
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formation  about  numerous  contractor  opera¬ 
tions.  This  support  is  especially  valuable  in 
the  indirect-cost  area  because  indirect  rates 
are  of  major  interest  to  the  PCO  for  contract 
negotiation  purposes.  It  is  essential  that  con¬ 
tinuing  liaison  be  maintained  between  the 
PCO  and  the  ACO  during  the  entire  life  of 
contracts. 

Administrative  Contracting  Officer  (ACO) 

The  contract  administration  responsibility  del¬ 
egated  to  the  ACO  includes  many  general 
business-oriented  functions.  Overall,  the  FAR 
identifies  some  60  contract  administrative  func¬ 
tions  that  may  be  delegated  to  various  person¬ 
nel  working  in  the  field. 

Some  functions  relevant  to  the  area  of  indirect 
costs  include: 

•  negotiating  indirect  rates  to  be  used  for  gov¬ 
ernment  contracting  purposes, 

•  negotiating  advance  agreements, 

•  reviewing  rates  as  indirect  costs  are  incurred, 

•  analyzing  historical  indirect-costs  trends, 

•  analyzing  variances  between  incurred  costs 
and  actual  costs, 

•  determining  reasonableness  of  indirect  costs , 
and 

•  determining  the  adequacy  of  contractor’s  ac¬ 
counting  systems. 

In  practice,  monitoring  indirect  cost  involves 
every  ongoing  activity  at  a  defense  contractor’s 
plant.  All  activities  are  in  some  way  included 
in  forecasted  operations  as  either  direct  or  indi¬ 
rect  cost.  Out  of  necessity,  monitoring  indirect 
cost  must  be  a  team  effort.  The  team  leader  for 
the  government  monitoring  efforts  is  the  ACO, 
who  usually  is  located  onsite  at  the  contractor’s 
plant.  The  ACO  is  responsible  for  coordinating 
the  efforts  of  many  government  specialists  in 
residence  at  the  contractor’s  plant,  as  members 
of  the  government  team. 


Corporate  Administration  Contracting 
Officer/Defense  Corporate  Executive 
(CACO/DCE) 

Contractors  with  more  than  one  business  seg¬ 
ment  frequently  have  various  corporate-wide 
policies,  procedures,  and  plans  that  necessitate 
government  review  and  negotiation  of  certain 
indirect  costs  at  the  corporate  headquarters 
level. 

For  example,  the  corporate  level  can  manage: 

•  pension  plans, 

•  health  care  plans, 

•  insurance  programs, 

•  independent  research  and  development  pro¬ 
grams, 

•  bid  and  proposal  programs, 

•  executive  compensation  plans, 

•  union  agreements, 

•  foreign  operations,  and 

•  taxes. 

In  addition,  some  corporations  operate  with  cen¬ 
tralized  management  control  and  may  have  con¬ 
siderable  decision-making  authority  at  the  cor¬ 
porate  level.  The  related  indirect  costs  at  the 
corporate  level  must  be  allocated  to  the  busi¬ 
ness  segments  on  a  reasonable  basis.  Such 
indirect-cost  allocations  often  involve  large, 
complex  costs  collected  at  intermediate  group 
offices  as  well  as  at  corporate  offices. 

Today,  in  the  declining  defense  environment, 
many  large  indirect  costs,  such  as  restructuring 
activities,  discontinued  operations,  and  environ¬ 
mental  cleanup  operations,  are  increasingly  man¬ 
aged  at  the  corporate  level.  Such  cost  allocations 
significantly  affect  the  work  of  many  ACOs  who 
monitor  indirect  cost  at  the  business-segment 
level.  In  this  situation,  the  government  may  des¬ 
ignate  a  CACO,  who  is  responsible  for  contract 
administrative  functions  at  the  corporate  level, 
including  the  monitoring  of  indirect  costs. 
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The  CACO  ensures  consistency  in  the  various 
business  segments  performing  government 
work  and  may  negotiate  advance  agreements 
for  certain  major  indirect  costs.  The  CACO 
works  closely  with,  and  provides  significant  in¬ 
puts  to,  the  ACOs  located  at  the  business- 
segment  level.  In  effect,  the  CACO  negotiates 
corporate  indirect-cost  allocations  on  behalf  of 
all  ACOs.  DCMA  has  recently  designated  de¬ 
fense  corporate  executives  (DCEs)  at  the  five 
largest  defense  contractors.  DCEs  have  corpo¬ 
rate-wide  responsibility  and  act  as  the  DoD  li¬ 
aison  representative  with  corporate  manage¬ 
ment. 

Defense  Contract  Audit  Agency  (DCAA) 

The  DCAA  is  the  principal  advisor  within 
DoD  on  all  financial  accounting,  cost  account¬ 
ing,  and  contract  audit  matters  relating  to  the 
defense  industry.  Therefore,  the  cognizant 
DCAA  auditor,  usually  located  at  major  con¬ 
tractor  locations,  plays  an  important  role  in  all 
matters  relating  to  indirect  costs.  DCAA  con¬ 
ducts  several  types  of  contractor  management 
systems  audits  as  well  as  pre-award  audits, 
proposal  audits,  and  audits  at  the  completion 
of  contracts  —  all  of  which  are  instrumental 
in  establishing  indirect  rates.  DCAA  operates 
in  an  advisory  role  in  relationship  to  the  con¬ 
tract  management  community.  While  the  es¬ 
tablishment  of  all  indirect  rates  with  major 
contractors  is  a  joint  effort  on  the  part  of  the 
ACO  and  the  DCAA,  the  ACO  is  the  individual 
who  is  the  final  decision  maker  and  the  indi¬ 
vidual  who  has  the  authority  to  negotiate  rates 
with  the  contractor.  An  exception  is  that  many 
small  contractors  have  what  are  referred  to  as 
“audit-determined”  rates,  and  the  DCAA  is  the 
initial  decision  maker  for  the  government.  In 
the  case  of  audit-determined  rates,  if  an  agree¬ 
ment  cannot  be  reached  between  the  DCAA 
and  a  contractor,  the  issue  is  elevated  to  the 
ACO  for  resolution. 


Other  Team  Members 

Many  individuals  located  at  contractor’s 
plants  are  members  of  the  government  moni¬ 
toring  team.  The  engineer  is  one  of  the  key 
members  who  provides  the  important  techni¬ 
cal  capability  for  reviewing  and  evaluating 
direct  material,  direct  labor,  and  other  direct- 
cost  estimates  contained  in  the  contractor’s 
indirect-rate  forecasts.  Normally,  the  engineer 
is  very  familiar  with  the  contractor’s  engi¬ 
neering  processes,  manufacturing  processes, 
work-measurement  systems,  and  plant  layout 
and  is  extremely  valuable  when  evaluating  the 
contractor’s  forecasted  engineering  workload, 
manufacturing  rates,  workforce  size,  skill  mix 
of  employees,  realization  and  efficiency  rates, 
and  amortization  methods  for  special  tooling 
and  test  equipment.  Other  government  per¬ 
sonnel  play  important  roles  in  the  indirect- 
cost  monitoring  process  as  specialists  in  the 
areas  of  quality,  packaging,  transportation,  se¬ 
curity,  and  government  property. 

Again,  the  scope  of  indirect  costs  necessitates 
that  monitoring  efforts  by  the  government  must 
be  a  team  effort.  All  of  the  team  members  must 
do  their  part  so  the  DoD  can  meet  its  objective 
of  paying  for  only  its  fair  share  of  the 
contractor’s  indirect  costs. 

MONITORING  TECHNIQUES 

The  government’s  indirect-cost  monitoring  ef¬ 
forts  consists  of  several  managerial  techniques, 
including  establishing  three  separate  types  of 
indirect  rates  to  be  used  solely  for  government 
contracting  purposes,  tracking  of  actual  rates 
as  they  are  incurred,  performing  several  types 
of  penetrating  reviews  of  contractor  manage¬ 
ment-control  systems,  and  doing  in-depth  ex¬ 
aminations  of  specific  types  of  indirect  costs. 

The  primary  technique  used  by  the  government 
to  ensure  that  it  pays  only  its  fair  share  of  the 
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contractor’s  indirect  costs  is  to  establish  totally 
separate  rates  with  contractors  to  be  used  for  gov¬ 
ernment-contracting  purposes.  These  rates  are 
known  as  forward-pricing,  bilhng,  and  final  rates. 

Since  defense  contractors  usually  have  some 
unallowable  costs  in  every  indirect-cost  pool, 
all  three  of  these  rates  will  normally  be  less 
than  the  contractor’s  true  indirect  rates.  First 
of  all,  forward-pricing  rates  are  developed  for 
pricing  and  negotiating  new  procurements 
and  changes  to  existing  procurements.  These 
rates  represent  estimates  of  anticipated  future 
indirect  costs.  The  second  rate  developed  for 
government  contracting  purposes  is  the  bill¬ 
ing  rate,  which  is  used  by  the  contractor  to 
obtain  payment  for  indirect  costs  incurred 
during  the  performance  of  contracts.  Finally, 
actual  rates  are  negotiated  at  the  conclusion 
of  the  contractor’s  fiscal  year  to  arrive  at  the 
final  allowable  cost  on  all  cost-type  contracts. 
All  three  of  these  rates  are  developed  for  each 


contractor  fiscal  year.  “Exhibit  15.  Life  Cycle 
of  Indirect-cost  Rates”  summarizes  the  three 
rates  used  for  government  contracting  pur¬ 
poses.  The  following  narrative  provides  an 
explanation  of  the  process  used  by  the  con¬ 
tractor  and  the  government  in  developing  each 
of  the  indirect  rates  and  the  relative  impor¬ 
tance  of  the  rates  to  program  management 
personnel. 

Forward-pricing  Rates 

Forward-pricing  rates,  or  bidding  rates,  as  they 
are  sometimes  called,  are  projected  for  each 
indirect  pool  in  the  contractor’s  cost  account¬ 
ing  system  and  are  used  by  contractors  in  de¬ 
veloping  cost  proposals  to  be  submitted  to  the 
government.  These  rates  are  derived  from  the 
company  planning  process,  where  the  contrac¬ 
tor  projects  detailed  direct  and  indirect  costs 
that  will  be  incurred  in  the  accomplishment  of 
projected  sales. 
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For  direct  cost,  the  contractor’s  cost  estimating 
system  will  provide  time-phased  cost  estimates 
for  each  element  of  direct  labor,  direct  material, 
and  other  direct  charges.  These  costs  then  will 
be  used  to  determine  an  appropriate  amount  of 
indirect  cost  and  allocation  bases  after  adjust¬ 
ments  are  made  to  comply  with  government  con¬ 
tracting  requirements  that  dictate  the  allowability 
of  costs.  Thus,  the  forward-pricing  rate  repre¬ 
sents  a  projected  “allowable”  rate  based  on  the 
total  estimated  business  volume. 

For  large  contractors,  the  ACO  and  the  con¬ 
tractor  attempt  to  negotiate  a  written  agreement 
for  forward-pricing  rates  to  be  used  by  the  con¬ 
tractor  on  all  proposals  to  the  government.  The 
resulting  Forward-Pricing  Rate  Agreement 
(FPRA)  is  beneficial  to  program  managers  be¬ 
cause,  without  the  agreement,  all  indirect  rates 
will  require  separate  negotiations  with  contrac¬ 
tors  as  a  part  of  the  negotiation  of  each  con¬ 
tractual  action.  An  FPRA  is  also  beneficial  to 
the  contractors.  They  can  use  the  same  rates 
with  all  government  customers,  and  they  do  not 
have  to  separately  negotiate  the  indirect  rates 
with  each  and  every  customer.  Since  the  FPRA 
benefits  both  parties,  it  may  be  requested  by 
the  procurement  contracting  officer,  adminis¬ 
trative  contracting  officer,  or  the  contractor. 

It  is  important  to  recognize  that,  in  the  nego¬ 
tiation  of  forward-pricing  rates,  contractors 
have  far  more  information  available  to  them 
for  estimating  purposes  than  the  government 
does.  Therefore,  the  government  requires  the 
contractor  to  submit  a  detailed  proposal  for 
these  business-wide  costs.  The  government’s 
job  is  then  to  evaluate  what  the  contractor  has 
proposed  to  them  as  opposed  to  making  totally 
independent  estimates. 

A  contractor’s  forward-pricing  proposal  should 
contain  the  following  types  of  data: 


•  projections  and  management  assumptions  re¬ 
lating  to  the  business-segment  sales  forecast 

•  delineation  of  potential  customers,  specific 
weapons  system  programs,  foreign  military 
sales,  and  commercial  sales 

•  identification  of  any  planned  corporate  struc¬ 
ture  changes,  mergers,  acquisitions,  discon¬ 
tinuation  of  operations,  etc. 

•  estimated  capital  investments  for  plant,  equip¬ 
ment,  and  tooling 

•  planned  disposition  of  idle  facilities 

•  engineering  workload  projections,  planned 
material  requirements,  manufacturing  sched¬ 
ules,  and  product  delivery  schedules 

•  time-phased  breakdown  of  forecasted  direct- 
cost  employees  anticipated  to  be  working  on 
contracts,  independent  research  and  develop¬ 
ment  projects,  bid  and  proposal  projects,  and 
company  capital  investment  projects 

•  data  supporting  various  direct-cost  estimating 
factors  unique  to  the  contractor’s  operations 

•  estimated  direct-cost  bases  used  to  allocate 
indirect  costs 

•  time-phased  breakdown  by  function  of  fore¬ 
casted  indirect-cost  employees  for  each 
indirect-cost  pool 

The  contractor  is  not  required  to  certify  cost  or 
pricing  data  related  to  a  forward-pricing  rate 
proposal.  Under  the  Truth  in  Negotiations  Act 
(TINA),  the  certificate  that  is  signed  in  conjunc¬ 
tion  with  each  particular  contract  proposal  also 
covers  the  forward-pricing  rates  related  to  that 
proposal.  So  the  contractor  must  make  efforts 
to  ensure  that  the  rates  are  kept  current.  Typi¬ 
cally,  a  rate  analysis  is  made  (at  a  minimum) 
on  a  quarterly  basis  to  ensure  that  a  determina¬ 
tion  is  made  as  to  whether  a  revised  forward¬ 
pricing  proposal  must  be  submitted. 

The  ACO  usually  immediately  forwards  the 
contractor’s  forward-pricing  rate  proposal  to  the 
DCAA  auditor  and  other  indirect-cost  team 
members  for  review  and  analysis.  Upon  comple¬ 
tion  of  the  analysis,  team  members  and  procur- 
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ing  activities  having  significant  interest  will  be 
requested  to  participate  in  developing  the 
government’s  negotiation  objectives  and  to  as¬ 
sist  in  rate  negotiations.  During  the  negotiation 
process,  the  ACO  may  also  refer  complex  prob¬ 
lem  areas  to  their  regional  office  and  to  the 
DCMA  Overhead  Center  for  assistance.  Upon 
completion  of  negotiations  and  the  conclusion 
of  an  agreement  with  the  contractor,  the  ACO 
forwards  a  copy  of  the  FPRA  to  all  procuring 
activities  having  a  substantial  amount  of  busi¬ 
ness  with  the  contractor. 

The  FPRA  will  be  used  in  the  negotiation  of 
contractual  actions  expected  to  be  performed 
during  the  period  covered  by  the  agreement.  In 
addition  to  indirect  rates,  the  FPRA  usually 
contains  many  factors  to  be  used  in  estimating 
various  direct-cost  elements.  For  example, 
based  on  the  company’s  projected  salary  merit 
program  and  union  contract  terms,  monthly  la¬ 
bor  rates  by  labor  category  may  be  agreed  to 
with  the  government  in  advance.  Other  factors 
commonly  negotiated  in  advance  as  part  of  the 
FPRA  include:  materials  escalation;  excess  us¬ 
age;  obsolescence;  scrappage;  labor  realization 
and  efficiency;  and  certain  factors  of  produc¬ 
tion,  such  as  manufacturing  planning,  quality 
assurance,  and  testing. 

An  FPRA  is  very  valuable  to  program  offices 
because  it  enables  them  to  focus  their  efforts 
on  estimates  of  direct-cost  drivers  unique  to  a 
program.  Indirect  rates  applicable  to  all  DoD 
business  can  then  be  applied  to  direct  cost  and 
do  not  require  separate  negotiation.  Typically, 
an  FPRA  will  cover  the  current  year  and  at  least 
2  future  years.  However,  the  agreement  provides 
for  cancellation  at  the  option  of  either  party  and 
will  require  the  contractor  to  submit  to  the  gov¬ 
ernment  any  significant  change  in  forecasted 
rates. 

Of  paramount  importance  in  establishing  an 
FPRA  is  the  establishment  of  realistic  projec¬ 


tions  of  the  volume  of  business  that  the  contrac¬ 
tor  will  accomplish  in  future  years.  Actually,  pro¬ 
gram  offices  are  in  the  best  position  to  provide 
ACOs  with  such  estimates. 

Some  valuable  information  that  major  program 
managers  can  provide  includes: 

•  overall  program  schedule 

•  major  milestones 

•  program  time  phasing 

•  delivery  schedules 

•  follow-on  buys 

•  major  modifications 

•  foreign  military  sales  potential 

•  future  research  and  development  require¬ 
ments 

•  spare  parts  buys 

•  future  logistical  requirements 

Often,  the  program  office  will  have  informa¬ 
tion  that  is  more  current  than  that  available  to 
the  contractor.  For  example,  the  program  office 
could  be  in  the  process  of  investigating  program 
options  due  to  a  schedule  slip  necessitated  by 
funding  reallocations.  The  program  office  could 
provide  current  inputs  to  the  ACO  by  validat¬ 
ing  the  program  strategies  and  assumptions 
made  by  the  contractor  in  preparing  FPRA  in¬ 
puts  relative  to  their  respective  programs. 

This  input  from  program  offices  is  so  impor¬ 
tant  that  ACOs  may  often  invite  representatives 
from  major  program  offices  to  participate  in 
actual  FPRA  negotiations.  Unfortunately,  dis¬ 
cussion  with  operating  personnel  in  the  field 
indicates  that  requests  for  assistance  from  ACOs 
to  program  offices  are  sometimes  ignored.  From 
a  program  management  perspective,  not  only 
should  program  managers  assist  ACOs  in  nego¬ 
tiating  FPRAs;  but  they  should  strongly  encour¬ 
age  their  contractors  to  enter  into  an  FPRA  to 
reduce  the  work  requirements  of  procuring  ac¬ 
tivities  related  to  each  proposed  contractual  ac¬ 
tion.  An  FPRA  is  a  powerful  tool  for  reducing 
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costs  of  weapon  systems  because  it  addresses 
many  of  the  very  high-cost  elements  in  most 
defense  contracts. 

In  some  cases,  it  may  not  be  possible  to  negoti¬ 
ate  an  FPRA.  Contractors  may  be  unwilling  to 
negotiate  because  the  business  base  is  chang¬ 
ing  rapidly,  significant  issues  may  be  in  litiga¬ 
tion,  certain  corporate  or  group  issues  are  un¬ 
resolved  with  the  government,  cost  accounting 
changes  are  in  process,  or  corporate  merger  and 
acquisition  activities  are  under  way. 

In  addition,  the  government  and  the  contractor 
may  reach  a  negotiation  impasse  for  many  rea¬ 
sons.  In  such  cases,  the  AGO  will  normally 
unilaterally  establish  forward-pricing  “recom¬ 
mended  rates”  (FPRRs)  for  use  by  procuring 
activities  in  negotiating  future  DoD  require¬ 
ments. 

In  some  instances,  the  government  and  the  con¬ 
tractor  may  negotiate  some  of  the  rates  but  not 
all.  In  this  case  there  could  be  a  partial  FPRA.  It 
is  important  to  note  that,  in  addition  to  using  the 
forward-pricing  rates  for  cost  proposal  purposes, 
the  rates  are  also  used  for  numerous  cost-estimat¬ 
ing  purposes  and  for  preparing  estimates  at 
completion  for  contract  performance  reporting. 

Billing  Rates 

Since  indirect  costs  can  only  be  settled  with 
certainty  at  the  end  of  the  contractor’s  fiscal 
year,  a  different  rate  is  needed  to  make  cash 
payments  to  contractors  for  the  estimated  al¬ 
lowable  indirect  costs  as  they  are  being  incurred. 
To  determine  the  amount  of  “reimbursable” 
indirect  cost,  the  contractor  uses  a  billing  or  pro¬ 
visional  rate.  The  billing  rate  provides  a  method 
for  interim  reimbursement  of  indirect  costs  at 
estimated  rates,  subject  to  final  adjustment.  This 
rate  influences  how  rapidly  a  contractor  is  reim¬ 


bursed  for  indirect  expenses  incurred  and  affects 
cash  flow  but  not  the  price  that  the  contractor 
will  ultimately  be  paid. 

Billing  rates  are  used  by  the  contractor  in  sub¬ 
mitting  invoices  for  progress  payments  on  fixed- 
price  contracts  as  well  as  for  cost  incurred  on 
cost-reimbursement- type  contracts.  If  the  con¬ 
tractor  and  the  government  cannot  agree  in  ad¬ 
vance  on  billing  rates,  the  AGO  may  unilaterally 
determine  the  billing  rates  to  be  used  for  paying 
the  contractor.  The  objective  in  setting  the  bill¬ 
ing  rate  is  to  approximate  the  rate  for  the  year  as 
accurately  as  possible  using  actuals-to-date  and 
estimates  for  the  remainder  of  the  year. 

If  a  significant  difference  between  the  billing 
rate  and  the  actual  rate-to-date  develops,  it  is  in 
the  best  interest  of  the  government  and  the  con¬ 
tractor  to  adjust  the  billing  rate  to  its  most  likely 
year-end  value.  When  determining  the  billing 
rate,  the  AGO  considers  that  some  indirect  costs 
will  potentially  be  disallowed  by  the  govern¬ 
ment  and  provides  for  a  slight  margin  of  error 
in  anticipating  year-end  actuals.  The  objective 
for  the  government  is  to  develop  billing  rates 
that  are  set  low  enough  to  avoid  overpayment 
to  the  contractor  for  indirect  costs  incurred. 

It  is  important  to  keep  in  mind  that  billing  rates 
are  temporary  in  nature.  The  contractor  is  paid 
for  incurred  indirect  cost  on  a  temporary  basis, 
but  actual  indirect  rates  that  are  negotiated  much 
later  are  permanent.  It  is  necessary  to  have  bill¬ 
ing  rates  even  if  there  are  already  forward¬ 
pricing  rates  because  both  the  government  and 
the  contractor  become  smarter  as  time  passes. 
They  accumulate  actual  experience  for  indirect 
costs  incurred  in  each  overhead  pool  and  ac¬ 
tual  experience  for  each  direct-cost  allocation 
base.  As  the  year  progresses,  the  billing  rate  be¬ 
comes  a  far  more  accurate  basis  for  paying  the 
contractor  for  indirect  costs  incurred  than  a 
forward-pricing  rate  would  be. 
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Final  Rates 

The  third  and  last  type  of  indirect  rate  used  solely 
for  government  contracting  purposes  is  the  final 
rate,  which  cannot  be  negotiated  until  some  time 
after  the  end  of  the  company’s  fiscal  year.  In  prac¬ 
tice,  this  rate  is  often  referred  to  as  “year-end 
actuals.”  Within  6  months  after  the  end  of  its  fis¬ 
cal  year,  the  contractor  is  required  to  submit  a 
final  indirect-rate  proposal.  In  conjunction  with 
the  submission,  DoD  contractors  are  required  to 
certify  that  all  costs  included  in  the  proposal  are 
allowable  in  accordance  with  contract  require¬ 
ments  and  DoD  cost  principles. 

FAR  42.709  provides  penalties  that  may  be  as¬ 
sessed  if  a  contractor  claims  a  cost  in  an 
indirect-cost  proposal  that  is  expressly  unallow¬ 
able  or  is  established  as  being  unallowable 
through  mutual  agreement.  These  unallowable 
costs  are  costs  specifically  identified  as  unal¬ 
lowable  by  law,  regulation,  or  contractual  pro¬ 
vision.  The  ACO  is  responsible  for  determin¬ 
ing  whether  or  not  a  penalty  will  be  assessed. 
Penalties,  which  were  initiated  by  Congress,  can 
be  very  severe.  They  may  be  as  much  as  two 
times  the  amount  of  the  unallowable  cost  in 
addition  to  the  amount  of  unallowable  cost  plus 
interest.  For  example,  if  a  contractor  included 
$1  million  of  expressly  unallowable  cost  in  its 
proposal,  it  could  conceivably  cost  the  company 
$3  million  plus  interest. 

The  contractor’s  final  indirect-rate  proposal  is 
reviewed  and  analyzed  by  the  DCAA  for 
allowability  of  actual  costs,  and  recommenda¬ 
tions  are  made  to  the  ACO  for  negotiating  final 
rates.  These  reviews  are  often  referred  to  as 
incurred-cost  reviews.  The  ACO  will  evaluate 
all  recommendations  made  by  the  DCAA,  and 
it  is  the  ACO  who  has  the  responsibility  for  ne¬ 
gotiating  “fair  and  reasonable”  final  rates.  How¬ 
ever,  as  mentioned  before,  the  CACO  will  ne¬ 
gotiate  final  amounts  relating  to  corporate-level 
indirect  costs,  which  are  allocated  to  the  busi¬ 


ness  segments.  Upon  completion  of  negotiations, 
a  written  final  indirect-cost  rate  agreement  is 
signed  by  the  contractor  and  the  government. 
The  agreement  is  automatically  incorporated  into 
contracts  in  accordance  with  the  “allowable  cost 
and  payment”  clause. 

Final  indirect  rates  may  be  established  by  the 
method  of  audit  determination  at  some  smaller 
contractor  operations  that  were  not  specified 
for  ACO  determination.  If  an  agreement  can¬ 
not  be  reached  between  the  contractor  and  the 
government,  such  disagreements  will  be  con¬ 
sidered  to  be  a  dispute  within  the  meaning  of 
the  disputes  clause  in  the  contract.  It  should 
be  noted  that  time  delays  are  often  encoun¬ 
tered  before  final  rates  are  agreed  to;  there¬ 
fore,  billing  rates  should  be  retroactively  re¬ 
vised  to  prevent  significant  overpayments  or 
underpayments  during  the  delay.  In  this  case, 
the  billing  rate  revision  will  reflect  a  decre¬ 
ment  factor  as  determined  by  the  government 
for  historically  disallowed  amounts  from  prior- 
year  audits. 

The  final  rate  is  determined  by  dividing  the 
negotiated  allowable  indirect  cost  by  the  ne¬ 
gotiated  allowable  direct-allocation  base  for 
each  indirect-cost  pool.  Unless  certain  costs 
require  a  legal  decision,  final  rates  are  not  sub¬ 
ject  to  change.  Final  indirect  rates  are  used  to 
adjust  billing  rates  on  cost-reimbursement  con¬ 
tracts  to  arrive  at  the  actual  amounts  of  indi¬ 
rect  costs  that  the  contractor  will  be  reimbursed 
for  the  applicable  year.  Final  rates  also  pro¬ 
vide  the  essential  information  for  closing  out 
cost-reimbursable  contracts.  Such  contracts 
cannot  be  closed,  with  full  payment  of  fee,  un¬ 
til  government- approved  final  rates  are  estab¬ 
lished.  Final  rates  are  also  used  in  negotiating 
the  final  price  of  fixed-price  incentive,  fixed- 
price  redeterminable  contracts,  and  in  any 
other  situations  that  require  indirect  costs  to 
be  settled  before  contract  prices  are  estab¬ 
lished. 
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In  previous  years,  it  was  not  unusual  for  the  ne¬ 
gotiation  of  final  rates  to  take  5  years  or  longer. 
In  the  past,  the  settlement  of  final  indirect  rates 
was  a  low  priority,  with  primary  emphasis  placed 
on  current  contractual  actions.  The  result  was  a 
very  large  backlog  of  contracts  awaiting  final 
closeout.  Delays  in  negotiating  final  actual  over¬ 
head  rates  have  recently  created  exceptionally 
difficult  problems  due  to  the  impact  of  defense 
mergers  and  acquisitions. 

For  example,  Lockheed  merged  with  Martin- 
Marietta,  which  had  acquired  General  Electric, 
which  had  acquired  RCA.  Yet,  according  to  the 
Aegis  program  office,  the  final  rates  had  not 
been  settled  for  work  performed  by  RCA  while 
the  current  work  was  being  performed  by 
Lockheed-Martin.  Needless  to  say,  it  was  ex¬ 
tremely  difficult  for  current  contractor  employ¬ 
ees  to  locate  records  and  to  provide  explana¬ 
tions  relating  to  the  allowability  of  indirect  costs 
dealing  with  acquired  contractors.  Recall  that 
the  contractor  is  responsible  for  proving  that 
costs  are  reasonable. 

Within  the  past  few  years,  DoD  management 
has  taken  significant  steps  to  deal  with  this  prob¬ 
lem.  Management  became  focused  on  the  settle¬ 
ment  of  final  rates  when  changes  were  made  to 
the  “M  accounts”  and,  as  a  result,  program  funds 
could  potentially  be  cancelled.  (Refer  to  Chap¬ 
ter  6  for  a  discussion  of  the  “M  account”  legis¬ 
lative  issue.) 

The  settlement  of  final  indirect  rates  and  the 
closing  of  old  contracts  is  now  a  high  priority 
issue  throughout  DoD.  Both  DCMA  and 
DCAA  are  tracking  this  issue  closely;  it  is  one 
of  their  top  priorities.  DoD  has  established  a  very 
aggressive  goal  of  reducing  the  backlog  of  un¬ 
settled  final  overhead  rates  to  1  year. 

The  strategy  for  attaining  this  goal  is  often  re¬ 
ferred  to  as  the  “6-12-6”  rule  for  major  con¬ 
tractors  and  the  “6-24-6”  rule  for  non-major 


contractors.  The  rule  relates  to  the  criteria  for 
reducing  the  monthly  cycle  times  for  complet¬ 
ing  the  settlement  of  final  overhead  rates  with 
contractors.  A  major  contractor  is  one  that  has 
$70  million  or  more  in  cost-reimbursement-type 
contracts  while  a  non-major  contractor  has  less 
than  this  amount.  This  rule  means  that  major 
contractors,  have  6  months  after  the  end  of  their 
fiscal  year  to  submit  their  overhead  claim  to  the 
government.  Of  course,  contractors  are  encour¬ 
aged  to  get  their  overhead  claims  in  earlier  if 
possible.  The  DCAA  then  has  12  months  (24 
months  for  non-major  contractors)  to  complete 
the  audit  of  the  contractor’s  overhead  claim  and 
to  submit  their  audit  report  of  questioned  costs 
to  the  AGO.  The  ACO  then  has  6  months  to 
negotiate  and  settle  the  final  allowable  overhead 
rates  with  the  contractor.  To  accomplish  this 
goal  and  reduce  the  current  backlog,  the  DCAA 
is  often  working  on  multiyear  reviews  (e.g., 
examining  2  to  3  years  of  indirect  costs  at  once 
instead  of  just  1  year  at  a  time). 

In  addition,  contractors  and  the  government  are 
working  on  establishing  a  “real  time”  audit  phi¬ 
losophy  to  the  extent  practicable.  This  means 
that  indirect  costs  are  evaluated  and  reviewed, 
to  the  maximum  extent,  as  they  are  incurred  by 
the  contractor  rather  than  waiting  until  the  con¬ 
tractor  submits  an  overhead  claim  6  months 
after  the  fiscal  year  is  over.  Questions  relating 
to  the  allowability  of  costs  are  much  easier  for 
the  contractor  to  answer  when  the  costs  are  in¬ 
curred  as  opposed  to  waiting  many  months  fol¬ 
lowing  the  end  of  the  contractor’s  fiscal  year. 
There  is  no  question  that  the  government  is 
getting  much  better  at  “keeping  current”  in  set¬ 
tling  final  indirect-cost  rates. 

In  a  small  number  of  cases,  in  order  to  facilitate 
the  timely  settlement  of  overhead  years  and  to 
close  out  contracts,  an  ACO  may  decide  to  “roll 
forward”  certain  overhead  costs  to  a  later  fiscal 
year.  This  may  occur  when  a  cost  allowability 
determination  is  dependent  upon  a  future  event. 
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For  example,  the  allowability  of  legal  costs  for 
defending  against  a  fraud  charge  brought  by  the 
government  might  be  rolled  forward  to  the  year 
in  which  the  legal  issue  is  resolved,  i.e.,  the  case 
is  finally  decided. 

Any  decision  to  roll  forward  costs  must  not  re¬ 
sult  in  increased  cost  to  the  government  because 
there  is  a  significant  change  in  the  contractor’s 
percentage  of  flexibly  priced  contracts  when  the 
final  overhead  adjustment  is  made.  The  con¬ 
tractor  must  agree  that  the  actual  overhead  costs 
will  be  determined  by  applying  the  approximate 
government  participation  rate  on  flexibly  priced 
contracts  for  the  year  in  which  the  contractor 
recorded  the  costs.  From  a  government  perspec¬ 
tive,  all  ACO  decisions  to  roll  forward  indirect 
costs  to  future  overhead  years  must  be  coordi¬ 
nated  with  legal  counsel  and  the  DCMA  Over¬ 
head  Center.  Indirect  cost  should  not  be  rolled 
forward  simply  because  the  issue  of  allowability 
is  difficult  to  resolve. 

FAR  42.708  provides  for  quick  closeout  proce¬ 
dures  which,  under  certain  circumstances,  allow 
contracting  officers  to  negotiate  a  settlement  of 
indirect  costs  for  a  specific  contract  in  advance 
of  the  determination  of  final  indirect-cost  rates. 

Quick  closeout  procedures  may  be  used  when: 

(1)  the  contract  is  physically  complete, 

(2)  the  amount  of  unsettled  indirect  cost  to  be 
allocated  to  the  contract  is  relatively  insig¬ 
nificant,  and 

(3)  agreement  can  be  reached  on  a  reasonable 
estimate  of  allocable  dollars. 

Indirect-cost  amounts  are  considered  to  be  rela¬ 
tively  insignificant  when: 

(a)  the  total  unsettled  indirect-cost  allocated  to 
any  one  contract  does  not  exceed  $1  mil¬ 
lion  and 


(b)  the  cumulative  unsettled  indirect  costs  to  be  al¬ 
located  to  one  or  more  contracts  in  a  single  fis¬ 
cal  year  do  not  exceed  15  percent  of  the  esti¬ 
mated  total  unsettled  indirect  costs  allocable  to 
cost-type  contracts  for  that  fiscal  year. 

Further,  the  contracting  officer  may  waive  the 
15  percent  restriction  on  the  amount  of  cumu¬ 
lative  unsettled  indirect-costs  based  upon  a  risk 
assessment  that  considers  the  contractor’s  ac¬ 
counting,  purchasing,  and  estimating  systems 
plus  any  other  concerns  of  responsible  govern¬ 
ment  personnel. 

The  quick  closeout  procedure  should  be  used 
whenever  possible  as  it  enables  the  timely 
deobligation  of  program  funds  for  possible  use 
elsewhere.  It  should  be  noted  that  indirect-cost 
rates  used  in  the  quick  closeout  of  a  contract 
are  not  considered  to  be  a  binding  precedent 
for  establishing  final  indirect-cost  rates  for  other 
contracts.  If  the  criteria  contained  in  FAR 
42.708  are  met,  the  provision  for  quick  close¬ 
out  can  be  applied  not  only  to  the  final  fiscal 
year  of  a  contract,  when  performance  may  be 
only  for  a  brief  period,  but  also  to  all  other  open 
fiscal  years  with  unsettled  indirect-cost  rates. 

In  some  situations,  the  government  may  place 
indirect-cost  ceilings  in  contracts.  This  may 
occur  under  a  cost-sharing  arrangement  when 
a  contractor  participates  in  the  costs  of  a  con¬ 
tract  and  is  willing  to  accept  indirect  rates  that 
are  lower  than  their  anticipated  actual  rates. 
Other  situations  where  indirect-rate  ceilings 
may  be  placed  in  contracts  by  the  government 
are  new  or  recently  reorganized  companies  with 
rapidly  increasing  indirect  rates  (without  reduc¬ 
tions  in  indirect  costs)  and  companies  quoting 
unreasonable  rates  in  order  to  improve  their 
competitive  positions.  In  these  cases,  the  gov¬ 
ernment  is  not  obligated  to  pay  any  additional 
amount  if  the  final  indirect  rates  exceed  the 
negotiated  ceiling  rates.  Of  course,  contractors 
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must  be  willing  to  accept  these  contract  terms 
because  both  parties  must  sign  the  contract. 

When  questioning  which  of  the  three  indirect 
rates  gives  the  government  the  most  control  over 
indirect  costs,  the  answer,  very  definitely,  is 
forward-pricing  rates.  The  establishment  of 
forward-pricing  rates  represents  the  only  oppor¬ 
tunity  that  the  government  has  to  affect  indirect 
costs  before  the  costs  are  incurred.  From  the 
government’s  perspective,  it  is  often  very  diffi¬ 
cult  to  argue  that  a  cost  is  unreasonable  when 
the  contractor  has  already  paid  it.  Also,  while 
the  negotiation  of  final  rates  is  important  for  de¬ 
termining  the  final  costs  to  be  charged  to  cost- 
type  contracts,  it  is  not  that  significant  for  firm- 
fixed-piice  contracts  unless  there  is  some  incentive 
or  redeterminable  provision. 

The  only  value  added  with  final  rates  for  firm- 
fixed-price  contracts  is  the  managerial  visibil¬ 
ity  that  it  provides  for  the  negotiation  of  subse¬ 
quent  forward-pricing  rates.  It  is  in  the  best 
interest  of  the  government  to  stress  indirect-cost 
avoidance  by  rigorously  pursuing  the  negotia¬ 
tion  of  forward-pricing  rates. 

Tracking  Indirect  Costs 

Once  the  contractor’s  fiscal  year  begins,  the 
ACO  sets  up  a  system  for  tracking  the 
contractor’s  actual  indirect  costs  as  they  are  in¬ 
curred.  In  this  regard,  the  leading  thrust  of  the 
DCMA  major  initiative  on  overhead  manage¬ 
ment  is  the  intensified  tracking  of  indirect  costs 
by  DCMA  personnel.  The  primary  objective  of 
the  intensified  tracking  is  to  alert  the  govern¬ 
ment  team  of  any  significant  cost  overrun  prob¬ 
lems  and  to  gauge  the  reasonableness  of 
forward-pricing  and  billing  rates.  A  compari¬ 
son  of  actual  versus  target  is  made  for  both  the 
indirect-cost  elements  and  the  direct-cost  allo¬ 
cation  bases  for  each  indirect-cost  pool.  The 
comparison  is  made  each  month  for  both  the 
monthly  incremental  and  year-to-date  amounts. 


To  avoid  duplication  of  effort  with  the 
contractor’s  management  control  system,  the 
government  team  should  make  special  efforts 
to  identify  existing  reports  used  by  the  contrac¬ 
tor  for  controlling  indirect  costs.  Typically,  one 
would  expect  contractors  to  prepare  monthly 
reports  that  summarize  the  actual  allowable 
overhead  rates  on  a  monthly  and  year-to-date 
basis. 

The  contractor  is  responsible  for  advising  the 
government  of  any  significant  rate  changes  in 
order  to  comply  with  Truth  in  Negotiations  Act 
requirements.  The  actual  rates  should  be  com¬ 
pared  to  forward-pricing  and  billing  rates,  and 
the  major  differences  should  be  analyzed  to  de¬ 
termine  if  the  differences  are  temporary  or  per¬ 
manent.  Contractor  analysis  results  should  be 
disclosed  to  the  ACO. 

If  the  contractor’s  budgetary  and  variance  analy¬ 
sis  procedures  are  considered  to  be  adequate, 
the  outputs  from  the  contractor’s  system  may 
be  acceptable  for  use  by  the  government  team 
in  monitoring  the  contractor’s  indirect  costs. 
This  method  is  the  most  economical  and  effi¬ 
cient  way  to  monitor  contractor  indirect  costs, 
since  it  precludes  the  preparation  of  special 
government  reports. 

Generally,  in  performing  a  variance  analysis, 
the  government  team  will  request  a  written 
explanation  from  the  contractor  for  variances 
including: 

(1)  indirect-cost  elements  that  are  plus  or  minus 
3  percent  of  the  target  and  greater  than 
$10,000  and 

(2)  direct-cost  allocation  bases  that  are  plus 
or  minus  $100,000  of  the  target. 

Significant  variances  could  lead  to  further  analy¬ 
ses  by  the  government  team  and  could  also  lead 
to  a  review  of  some  operational  aspect  of  the 
contractor’s  business.  The  government  team  will 
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determine  whether  any  unfavorable  trends  are 
likely  to  continue  for  the  remainder  of  the  year. 
If  the  trend  is  likely  to  continue,  the  contractor 
will  be  notified  that  the  current  rates  are  no  longer 
valid  for  forward-pricing  and  billing  purposes. 
Dependent  upon  the  significance  of  the  prob¬ 
lem,  a  written  corrective- action  plan  may  be  re¬ 
quested  from  the  contractor. 

Some  large  contractors  have  recently  started  a 
practice  of  inviting  DCMA  personnel  to  their 
internal  monthly  overhead  meetings.  The  pur¬ 
pose  of  these  meetings  is  to  address  overhead 
problems  quickly  before  large  cost  overruns  are 
experienced.  This  practice  significantly  reduces 
the  administrative  requirements,  as  written  re¬ 
ports  and  explanations  may  no  longer  be  nec¬ 
essary  in  many  instances.  The  practice  also 
seems  to  build  an  open  and  trusting  working 
relationship  between  the  parties. 

To  avoid  any  management  surprises  for  program 
offices,  the  government  team  should  ensure  that 
significant  indirect-cost  problems,  along  with 
proposed  contractor  solutions,  are  immediately 
brought  to  the  attention  of  the  program  office. 
Indirect-cost  problems  could  have  a  very  sig¬ 
nificant  financial  impact  upon  program  cost 
estimates. 

Contractor  Systems  Reviews  (CSRs) 

Indirect-cost  monitoring  encompasses  certain 
large-scale,  systems-oriented  reviews  that  are 
required  under  certain  conditions  by  the  FAR, 
DFARS,  or  DoD  instructions.  The  pertinent 
regulations  or  instructions  designate  the  respon¬ 
sible  lead  organization,  such  as  the  DCMA  or 
DCAA,  and  specifically  spell  out  the  criteria 
for  the  reviews.  The  performance  of  required 
systems  reviews  often  employ  government  spe¬ 
cialists  who  are  not  onsite  at  the  contractor’s 
plant.  Consequently,  government  specialists 
from  external  organizations  may  be  assigned 


on  a  temporary  basis  and  for  a  limited  period  of 
time,  usually  a  matter  of  weeks. 

A  by-product  of  performing  the  required  sys¬ 
tem  reviews  is  that  it  provides  a  great  opportu¬ 
nity  for  government  personnel  to  evaluate  the 
reasonableness  of  contractor’s  indirect  costs. 
Essentially,  contractor  functions  being  evalu¬ 
ated  during  systems  reviews  are  functions  that 
are  performed  by  indirect-cost- type  employees. 
Therefore,  in  the  performance  of  the  reviews, 
information  is  obtained  on  the  various  tasks 
being  performed  by  indirect-cost  personnel;  and 
an  essential  part  of  each  review  should  be  to 
evaluate  whether  the  functions  are  being  per¬ 
formed  in  an  efficient  and  effective  manner.  Any 
significant  indirect-cost  problems,  such  as  over¬ 
staffing  or  uneconomical  practices,  should  be 
discussed  during  the  systems  reviews. 

The  following  required  reviews  and  surveillance 
activities  are  important  for  monitoring  indirect 
cost  and  should  be  scheduled  to  occur  before 
forward-pricing  rate  negotiations  are  completed. 

Contractor  Purchasing  System  Reviews  ( CPSRs ) 

FAR  44.3  requires  the  AGO  to  determine  the 
need  for  conducting  a  contractor  purchasing 
system  review  (CPSR)  for  each  contractor 
whose  sales  to  the  government,  using  other  than 
sealed-bid  procedures,  are  expected  to  exceed 
$25  million  during  the  next  fiscal  year.  If  there 
are  indications  of  significant  purchasing  prob¬ 
lems,  the  reviews  may  also  be  considered  at 
smaller  contractor  locations.  The  determination 
as  to  whether  a  CPSR  continues  to  be  needed 
is  made  by  the  cognizant  contract  administra¬ 
tion  organization  at  least  every  3  years.  A  CPSR 
requires  a  comprehensive  evaluation  of  a 
contractor’s  purchasing  organization  and  prac¬ 
tices.  Upon  completion  of  the  review,  the  cog¬ 
nizant  ACO  is  responsible  for  granting,  with¬ 
holding,  or  withdrawing  approval  of  the 
contractor’s  purchasing  system. 
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Normally,  a  purchasing  system  analyst  serves  as 
the  team  leader  and  actually  conducts  the  reviews 
on  behalf  of  the  AGO.  For  contractors  with  ma¬ 
jor  defense  systems,  the  review  team  includes 
specialists  in  engineering,  production,  quality 
assurance,  and  acquisition  management  func¬ 
tions.  Recognizing  that  the  material  and  subcon¬ 
tract  content  for  a  large  defense  production  con¬ 
tract  can  often  be  substantial,  DoD  is  very 
interested  in  the  efficiency  and  effectiveness  of 
the  contractor’s  purchasing  system.  Purchasing 
functions  have  a  significant  impact  on  indirect 
costs,  as  large  numbers  of  contractor  indirect- 
cost  employees  are  typically  performing  the  func¬ 
tions  of  preparing  requests  for  proposals,  per¬ 
forming  cost/price  analysis,  making  source 
selection  decisions,  buying  parts  from  vendors, 
administering  subcontracts,  arranging  leases,  and 
preparing  and  maintaining  purchasing  policies 
and  procedures. 

Estimating  System  Reviews  (ESRs) 

DFAR  215.811  requires  contractors  to  have 
adequate  written  procedures  to  document  the 
utilization  of  reliable  and  efficient  estimating 
techniques.  A  large  defense  contractor  is  sub¬ 
ject  to  estimating-system  disclosure,  mainte¬ 
nance,  and  review  requirements  if,  in  the  pre¬ 
ceding  fiscal  year,  the  contractor  received  DoD 
prime  contacts  or  subcontracts  totaling  $50 
million  or  more  for  which  certified  cost  or  pric¬ 
ing  data  was  required.  In  addition,  if  a  contrac¬ 
tor  received  $10  million  or  more  in  such  con¬ 
tracts  and  the  contracting  officer,  with 
concurrence  or  at  the  request  of  the  AGO,  de¬ 
termines  that  it  is  in  the  best  interest  of  the  gov¬ 
ernment  (if  for  example  significant  estimating 
problems  are  believed  to  exist),  the  contractor 
may  be  subject  to  an  estimating  system  review 
(ESR).  The  reviews  are  conducted  every  3  years 
but  may  be  lengthened  or  shortened  based  on 
an  assessment  of  the  contractor’s  past  experi¬ 
ence  and  current  vulnerability. 


The  cognizant  DGAA  auditor,  on  behalf  of  the 
AGO,  serves  as  team  leader  in  conducting  esti¬ 
mating  system  reviews.  Estimating  system  re¬ 
views  can  be  complex,  and  normally  the  AGO 
will  designate  quality  control,  production  en¬ 
gineering,  packaging,  transportation,  and  other 
specialists  to  assist  DGAA  as  members  of  the 
government  review  team.  The  AGO  has  the  au¬ 
thority  to  approve  or  disapprove  all  or  selected 
portions  of  the  contractor’s  estimating  system. 

A  contractor’s  estimating  system  includes  poli¬ 
cies,  procedures,  organization,  estimating  meth¬ 
ods,  and  work-measurement  techniques.  Esti¬ 
mating  functions  are  performed  predominately 
by  indirect-cost- type  employees,  and  the  func¬ 
tions  typically  will  have  a  significant  impact 
upon  indirect  costs.  In  conjunction  with  per¬ 
forming  estimating  system  reviews,  government 
technical  specialists  will  normally  examine  pro¬ 
duction  processes,  shop  practices,  machine 
loadings,  time-and-motion  factors,  and  other 
areas.  The  continuing  performance  of  estimat¬ 
ing  system  reviews  on  a  cyclical  basis  provides 
the  government  with  significant  insight  into  the 
contractor’s  ability  to  manage  indirect  costs. 
The  scope  of  the  estimating  system  review  also 
includes  an  analysis  of  the  methods  used  to  es¬ 
tablish  reliability  in  the  sales  forecast  and  the 
extent  to  which  the  forecast  data  are  reflected 
in  indirect-cost  projections.  It  also  includes  an 
analysis  of  the  contractor’s  plans  relating  to  the 
acquisition  of  new  and  improved  capital  equip¬ 
ment,  which  will  generate  large  depreciation- 
or  amortization-related  indirect  costs. 

Compensation  System  Reviews  (CSRs) 

EAR  42.302  requires  the  AGO  to  review  the 
contractor’s  compensation  system.  However, 
DGAA  is  designated  as  the  responsible  organi¬ 
zation  within  DoD  for  actually  performing  com¬ 
pensation  system  reviews  (GSRs)  as  separate 
assignments.  DGAA  makes  recommendations 
to  the  AGO,  who  is  responsible  for  negotiating 
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indirect  rates.  It  is  DCAA  policy  that  an  employee 
compensation  system  review  be  performed  at 
those  defense  contractor  locations  where,  in  the 
contractor’s  preceding  fiscal  year,  the  contractor 
received  at  least  $50  million  in  government  sales 
under  negotiated  prime  contracts  and  subcon¬ 
tracts  for  which  such  sales  represented  at  least 
10  percent  of  the  total  sales  volume.  Compensa¬ 
tion  system  reviews  are  scheduled  every  3  years 
and,  to  the  extent  possible,  are  scheduled  to  oc¬ 
cur  prior  to  major  proposal  actions.  A  CSR  rep¬ 
resents  a  complete  evaluation  of  the  contractor’s 
employee-compensation  system  including  poli¬ 
cies,  procedures,  practices,  and  costs.  The  re¬ 
view  is  made  to  determine  whether  the  compen¬ 
sation  structure  conforms  to  sound  business 
practices  and  whether  employee  compensation 
costs  are  reasonable  in  accordance  with  FAR 
31.205-6.  The  scope  of  the  CSR  includes  ex¬ 
ecutive  compensation,  bonuses,  salary  merit  in¬ 
creases,  incentive  awards,  employee  stock  op¬ 
tions,  off-site  pay,  severance  pay,  cost-of-living 
allowances,  health  and  life  insurance,  pensions, 
retirement,  annuities,  and  other  fringe  benefits. 
Of  course,  the  scope  of  the  review  includes  both 
indirect-  and  direct-cost  employees.  Due  to  the 
highly  technical  nature  of  defense  work,  labor 
costs  are  usually  significant  cost  drivers  for  both 
direct  and  indirect  costs. 

Contractor  Insurance/ 

Pension  Reviews  (CIPRs) 

DFARS  242.73  requires  a  contractor  insurance/ 
pension  review  system  for  each  contractor 
whose  qualifying  contracts  to  the  government 
exceeded  $40  million  during  the  contractors 
preceding  fiscal  year.  Qualifying  sales  are  con¬ 
tracts  for  which  cost  or  pricing  data  were  re¬ 
quired  or  the  contracts  were  priced  on  other  than 
a  firm-fixed  price  or  fixed  price  with  an  eco¬ 
nomic  price-adjustment  basis.  A  CIPR  is  per¬ 
formed  based  upon  an  ACO’s  request  for  con¬ 
tractors  who  meet  these  requirements.  The  AGO, 
with  advice  from  the  Defense  Logistics  Agency 


Insurance/Pension  Specialist  and  DCAA  audi¬ 
tor,  determines  the  need  for  a  CIPR  based  on  a 
risk  assessment  of  the  contractor’s  past  experi¬ 
ence  and  current  vulnerability.  A  special  CIPR, 
which  is  limited  in  scope,  may  be  appropriate 
under  certain  circumstances,  such  as  prior  to  a 
major  contract  award  or  subsequent  to  a  merger 
or  divestiture.  DCMA  is  the  designated  organi¬ 
zation  responsible  for  performing  the  reviews, 
which  are  conducted  jointly  with  the  DCAA.  If 
major  issues  are  encountered,  an  actuary  from 
the  DCMA  Overhead  Center  may  join  the  team. 
At  the  completion  of  the  reviews,  recommenda¬ 
tions  are  made  to  the  AGO,  who  is  responsible 
for  determining  the  allowability  of  the 
contractor’s  insurance  and  pension  costs. 

A  CIPR  represents  a  comprehensive  and  in- 
depth  review  of  a  contractor’s  insurance  pro¬ 
grams,  pension  plans,  and  other  deferred  com¬ 
pensation  plans.  The  objective  is  to  determine 
whether  the  contractor’s  plans  are  in  compli¬ 
ance  with  the  FAR  and  contract  clauses,  which 
may  require  a  certain  type  of  insurance  with 
specific  coverage.  An  analysis  is  made  of  the 
contractor’s  insurance  expenses  for  employ¬ 
ers  liability,  product  liability,  property  and  ca¬ 
sualty,  employee  group,  and  workmen’s  com¬ 
pensation.  The  analysis  of  pension  expenses 
includes  employee  savings  and  thrift  plans  as 
well  as  normal  pension  plans.  Insurance  and 
pension  expenses  are  usually  very  large  con¬ 
tributors  to  indirect  expenses.  At  the  present 
time,  this  is  an  area  of  very  strong  emphasis 
on  the  part  of  DCMA  due  to  the  increasing  level 
of  contract  terminations,  mergers,  acquisitions, 
and  consolidations  ongoing  as  companies 
downsize.  Of  particular  note  are  the  issues  in¬ 
volving  pension  expenses;  they  are  not  routinely 
encountered,  can  become  very  complex,  and 
involve  very  large  amounts  of  indirect  costs. 

Material  Management  and  Accounting 
System  (MMAS)  Reviews 
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DFARS  242.72  requires  that  a  contractor  is  sub¬ 
ject  to  material  management  and  accounting  sys¬ 
tem  disclosure,  demonstration,  and  maintainabil¬ 
ity  if  the  contractor  received  certain  “qualifiying 
sales”  of  $40  million  or  more  in  the  preceding 
fiscal  year.  Qualifying  sales  are  those  for  which 
cost  and  pricing  data  were  required  or  that  were 
priced  on  other  than  a  firm-fixed  price  or  fixed- 
price  with  economic  price  adjustment  basis.  The 
cognizant  contract  administration  and  audit  ac¬ 
tivity  jointly  manage  programs  for  evaluating 
material  management  and  accounting  systems. 
The  ACO  appoints  a  review  team  leader  and  en¬ 
sures  that  the  team  includes  appropriate  func¬ 
tional  specialists,  such  as  engineers,  industrial 
specialists,  property  administrators,  and  auditors. 
It  is  important  to  note  that  the  reviews  are  not 
conducted  on  a  regular  recurring  basis  as  the 
ACO  determines  the  need  for  a  MMAS  review 
based  on  a  risk  assessment  of  the  contractor’s 
past  experience  and  current  vulnerability. 

A  contractor’s  MMAS  sets  forth  the  manage¬ 
ment  controls  for  identifying  requirements,  ini¬ 
tiating  procurements,  and  maintaining  materi¬ 
als  necessary  to  support  production  operations. 
It  also  provides  accounting  information  neces¬ 
sary  for  product  costing  and  inventory  pricing 
purposes.  The  personnel  who  are  performing 
functions  relating  to  materials  management  are 
often  classified  as  indirect-cost  employees,  and 
these  expenses  are  often  major  cost  drivers  of 
indirect  costs.  For  example,  contractor  employ¬ 
ees  are  engaged  in  expediting  parts,  controlling 
inventory,  analyzing  material  problems,  and 
warehousing.  In  addition,  these  reviews  focus 
on  many  management  issues  that  affect  indi¬ 
rect  costs,  such  as  excesses  or  shortages  of  in¬ 
ventory,  rework,  scrap,  and  returned  material. 
Further,  the  accuracy  of  contract  material 
charges  (whether  they  are  direct  or  indirect)  are 
covered  in  these  reviews. 

Earned-Value  Management  Systems  (EVMSs) 


DoD  Regulation  5000. 2-R,  Appendix  VI,  pro¬ 
vides  criteria  for  evaluating  contractors  eamed- 
value  management  systems  (formerly  referred  to 
as  cost  schedule  control  system  criteria)  on  cer¬ 
tain  large,  risky,  cost-based  weapon  system  con¬ 
tracts.  Industry  standards  based  on  “best  prac¬ 
tices”  have  recently  been  developed  for 
earned- value  management  systems.  As  an  ini¬ 
tiative  under  acquisition  reform,  these  standards 
have  been  accepted  by  the  government  as  a  re¬ 
placement  for  the  DoD  cost/schedule  control 
systems  criteria  (C/SCSC).  Earned- value  man¬ 
agement  is  a  tool  that  allows  both  contractor  and 
government  program  managers  to  look  into  tech¬ 
nical,  cost,  and  schedule  progress  on  complex 
projects.  Essentially,  it  is  a  technique  used  to  plan 
and  determine  project  status,  and  it  provides  for 
the  earning  of  a  budget  value  as  each  unit  of 
work  is  completed  under  a  contract.  It  is  a  pri¬ 
mary  function  of  program  management  that 
places  strong  emphasis  on  the  planning  and  in¬ 
tegration  of  technical,  cost,  and  schedule  aspects 
of  a  program  to  support  decision  making  by  pro¬ 
gram  managers.  Indirect-cost  management  is  an 
important  part  of  this. 

DoD  applies  the  industry  EVMS  criteria  through 
a  contractual  clause  on  contracts  that  have  an 
estimated  research,  development,  test,  and  evalu¬ 
ation  cost  of  $73  million  or  more  or  estimated 
procurement  cost  of  $3 15  million  or  more.  Be¬ 
low  the  mandatory  thresholds,  program  mangers 
may  use  less  formal  techniques  consistent  with 
anticipated  risk.  It  should  be  noted  that  DoD  sets 
minimum  earned-value  management  systems 
requirements  for  firm-fixed-price  contracts,  time 
and  material  contracts,  or  contracts  that  consist 
mostly  of  level-of-effort-type  work  only  on  an 
exception  basis.  The  primary  output  of  the 
contractor’s  earned-value  management  system  is 
a  monthly  cost  performance  report  (CPR),  which 
identifies  contract  schedule  and  cost  variances 
along  with  contractor  comments  on  significant 
problem  areas,  reasons  for  variances,  and 
planned  corrective  actions.  Typically,  the 
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monthly  CPR  for  major  weapons  systems  pro¬ 
vides  for  the  reporting  of  indirect  expenses,  with 
a  requirement  that  the  contractor  analyze  signifi¬ 
cant  variances  between  budgeted  and  actual  in¬ 
direct  rates.  Most  important,  program  managers 
want  to  identify,  as  early  as  possible,  any  nega¬ 
tive  cost  or  schedule  changes  that  will  affect  the 
performance  of  their  programs. 

Today,  most  major  defense  contractors’  eamed- 
value  management  systems  have  met  govern¬ 
ment  requirements.  Over  the  past  several  years, 
contractors  have  completed  a  process  of  review, 
demonstration,  and  validation  of  their  systems. 
For  those  contractors  who  do  not  have  approved 
systems,  the  government  will  perform  a  Com¬ 
pliance  Evaluation  to  assess  the  contractor’s 
proposed  system  against  the  industry  standards. 

After  approval,  the  government  maintains  sur¬ 
veillance  to  ensure  continued  satisfactory  sys¬ 
tem  operation.  The  Contract  Administration 
Office  (Defense  Contract  Management  Agency 
or  Supervisor  of  Shipbuilding)  carries  out  sur¬ 
veillance  using  a  multifunctional  team  approach 
that  combines  production  and  manufacturing, 
engineering,  quality  assurance,  and  program 
support  groups.  Program  management  offices 
and  the  DCAA  provide  support  to  the  CAO  as 
required.  After  the  initial  acceptance  of  the 
contractor’s  system,  no  further  formal  system 
evaluation  reviews  are  conducted  unless  there 
is  a  serious  need  “for  cause”  determined  by  the 
government.  If  required,  a  post-acceptance  re¬ 
view  (PAR)  would  be  performed;  but  it  may 
be  tailored  and  limited  in  scope  to  address  only 
specific  issues,  such  as  untimely  cost  data,  inac¬ 
curate  schedule  data,  or  failure  to  address  techni¬ 
cal  problems. 

DoD  5000.2-R  also  requires  an  Integrated  Base¬ 
line  Review  (IBR)  within  6  months  of  the  award 
of  cost-type  and  fixed-price  incentive  contracts 
exceeding  $6  million.  This  review  is  not  a  con¬ 
tractor  systems-oriented  review  but  a  formal  re¬ 


view  conducted  jointly  by  the  government  pro¬ 
gram  manager,  technical  staff,  and  their  contrac¬ 
tor  counterparts.  This  review  will  verify  the  tech¬ 
nical  content,  logical  sequencing  of  the  work, 
and  adequacy  of  resources  in  the  Performance 
Measurement  Baseline  (PMB).  An  IBR  is  also 
performed  when  work  on  a  production  option 
of  a  development  contract  begins.  Also,  and  IBR 
is  conducted  at  the  discretion  of  the  program 
manager,  when  a  major  modification  to  an  ex¬ 
isting  contract  significantly  changes  the  existing 
performance  management  baseline. 

The  industry  standard  contains  32  specific  cri¬ 
teria  for  an  acceptable  earned-value  manage¬ 
ment  system.  The  standards  have  been  broken 
out  by  nine  business  “process  groups.”  One  of 
the  business  processes  is  the  “indirect  manage¬ 
ment”  process.  This  process  group  provides  the 
following  major  requirements  for  contractor 
earned-value  systems  that  specifically  relate  to 
how  the  contractor  manages  indirect  costs: 

•  The  managerial  positions  responsible  for  es¬ 
tablishing  and  controlling  indirect  budgets 
should  be  clearly  identified  in  the  contractor’s 
organizational  structure. 

•  The  PMB  should  contain  budgets  for  indi¬ 
rect  costs  at  the  level  appropriate  for  project 
or  company  management. 

•  The  projected  indirect  costs,  contract  work 
breakdown  structure,  and  organizational  lev¬ 
els  should  be  established  by  a  rational,  trace¬ 
able  budgeting  process. 

•  The  contractor’s  disclosure  statement  should 
define  the  contractor’s  indirect  management 
process.  It  should  include  a  definition  of  in¬ 
direct  expenses,  description  of  overhead 
pools,  and  items  of  cost  assigned  to  each  over¬ 
head  pool. 

•  Projected  indirect  rates  should  be  adjusted  in  a 
timely  manner  to  reflect:  (a)  changes  in  the  cur¬ 
rent  or  projected  base,  (b)  the  level  of  over¬ 
head  expenditures,  and  (c)  the  overhead  struc¬ 
ture.  The  EVMS  should  use  the  most  current 
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overhead  rates  to  establish  the  PMB. 

•  The  contractor’s  accounting  system  should 
provide  for  the  summarization  of  indirect 
costs  from  the  point  of  allocation  through  the 
Contract  Work  Breakdown  Structure 
(CWBS),  the  Organizational  Breakdown 
Structure  (OBS),  and  the  total  contract  level. 

•  Overhead  rates  should  be  updated  frequently 
enough  to  ensure  a  realistic  monthly  alloca¬ 
tion  of  indirect  costs  without  significant  ad¬ 
justments  to  performance  measurement  in¬ 
formation. 

•  The  evaluation  of  variances  between  indirect 
budgets  and  costs  should  initiate  management 
action  to  correct  the  causes  of  the  variances. 

•  Indirect  variances  should  be  identified  by  el¬ 
ement  of  expense. 

•  To  ensure  that  the  most  accurate  rates  are  used 
for  estimate  at  completion  (EAC)  purposes, 
the  contractor’s  system  should  base  these 
rates  on  historical  experience,  contemplated 
management  improvements,  projected  eco¬ 
nomic  escalation,  and  anticipated  business 
volume. 

Government  personnel  working  in  the  earned- 
value  management  area  obtain  considerable 
knowledge  about  the  efficiency  with  which 
the  contractor  performs  many  functions  that 
are  required  to  be  integrated  throughout  the 
plant  by  program  management.  Many  of  these 
functions  are  classified  as  indirect-costs  by 
contractors  and  may  be  significant  cost  driv¬ 
ers  of  indirect  costs.  Therefore,  a  resulting 
additional  benefit  to  government  personnel 
evaluating  earned- value  management  is  that 
an  awareness  is  created  of  the  necessity  for 
the  performance  of  certain  indirect  functions, 
and  valuable  insight  is  gained  as  to  the  effi¬ 
ciency  with  which  the  indirect  functions  are 
being  performed. 

DC  A  A  Operational  Audits 


The  DCAA,  a  separate  agency  under  the  direc¬ 
tion  and  control  of  the  DoD  Comptroller,  per¬ 
forms  numerous  functions  relating  to  the  moni¬ 
toring  of  indirect  costs.  This  placement  of  DCAA 
under  the  organizational  control  of  the  DoD 
Comptroller  provides  an  internal  control  mea¬ 
sure  for  DoD  management  because  of  the  sepa¬ 
ration  of  an  independent  audit  advisory  function 
from  the  acquisition  management  function. 
DCAA  conducts  all  contract  audits  for  DoD  and 
provides  accounting  and  financial  advisory  ser¬ 
vices  for  the  negotiation  and  administration  of 
contracts  and  subcontracts.  Based  on  discussions 
with  DCAA  personnel,  DCAA  management  has 
recently  given  executive  emphasis  to  their  op¬ 
erational  auditing  work.  The  purpose  of  opera¬ 
tional  audits  is  to  evaluate  the  economy  and  ef¬ 
ficiency  of  specific  contractor  functions  or 
operations.  The  audits  may  result  in  the  identifi¬ 
cation  of  opportunities  for  cost  reduction  and 
may  provide  benefits  for  future  forward-pricing 
negotiations. 

The  DCAA’s  primary  focus,  when  selecting 
where  to  conduct  operational  audits,  is  to  moni¬ 
tor  overhead-cost  control,  particularly  at  the 
largest  contractors.  To  ensure  that  significant 
cost  savings  potential  is  present,  risk  assess¬ 
ments  are  performed  prior  to  commencing  the 
audits.  The  DCAA  has  recently  reported  suc¬ 
cessful  operational  audits,  which  resulted  in  sig¬ 
nificant  reductions  in  indirect  costs.  These  au¬ 
dits  had  considerable  involvement  of  industrial 
engineers,  and  they  include  the  following  items: 

•  elimination  of  idle  facilities  and  reduction  in 
floor  space  through  cancellation  of  leases 

•  reduction  in  the  number  of  computer  service 
centers 

•  make-versus-buy  analyses 

•  cost  containment  measures  regarding  em¬ 
ployee  health  care  and  workmen’s  compen¬ 
sation  costs 

•  improvement  in  supplier  rating  systems 
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•  sharing  of  “best  practices”  with  subcontrac¬ 
tors  and  suppliers 

•  direct  and  indirect  labor  utilization 

DCAA  personnel  report  that  they  are  getting 
increased  cooperation  from  contractors  by 
performing  the  operational  audits  in  a  con¬ 
structive,  noncritical,  team-oriented  manner. 
As  an  example,  a  recent  joint  DCAA/DCMA 
operational  audit  in  the  information  systems 
area  indicated  that  considerable  savings  of  ap¬ 
proximately  $6  million  could  be  achieved  if 
certain  work  was  performed  by  software  ven¬ 
dors  rather  than  by  in-house  personnel.  After 
completion  of  the  joint  DCAA/DCMA  opera¬ 
tions  audit,  the  contractor  performed  a  larger 
scale  review  and  found  that  $  12.5  million  rather 
than  $6  million  could,  in  fact,  be  saved  with  fur¬ 
ther  elimination,  reduction,  consolidation,  and 
outsourcing  of  certain  work. 

DCAA  Systems  Reviews 

In  addition  to  the  increased  focus  on  overhead 
in  performing  operational  audits,  the  DCAA 
performs  (as  a  normal  part  of  its  contract  audit¬ 
ing  function)  a  number  of  pertinent  contractor 
systems-oriented  reviews.  Although  the  specific 
objectives  of  the  reviews  are  not  to  analyze  the 
amount  of  indirect  costs,  the  systems  reviews 
are  very  relevant  to  the  monitoring  of  indirect 
costs.  For  example,  the  reviews  are  oriented 
toward  evaluating  the  effectiveness  of  large  sys¬ 
tems,  such  as  electronic  data  processing,  ac¬ 
counting,  billing,  etc.,  that  are  used  for  effi¬ 
ciently  managing  all  work  at  contractor  plants. 
These  systems  are  usually  uniquely  designed 
by  the  contractor  and  are  based  on  the  nature  of 
its  business  and  the  products  it  makes.  In  the 
process  of  performing  these  reviews,  the  DCAA 
must  perform  an  evaluation  of  the  effectiveness 
and  efficiency  of  the  performance  of  numerous 
functions.  Any  functions  that  are  unnecessary, 
duplicative,  or  inefficient  should  surface.  Since 
contractor  management  systems,  by  their  nature. 


relate  to  the  total  business,  the  people  working 
in  this  area  are  primarily  indirect-cost  or  over¬ 
head  personnel.  Consequently,  from  the  govern¬ 
ments  perspective,  the  performance  of  these  re¬ 
views  makes  a  very  strong  contribution  toward 
the  monitoring  of  indirect  costs.  For  example,  if 
the  electronic  processing  or  accounting  functions 
are  overstaffed,  it  should  become  apparent  when 
the  large-scale  reviews  are  conducted. 

It  is  DCAA’s  policy  that  each  relevant  account¬ 
ing  or  management  system  that  has  a  signifi¬ 
cant  impact  on  government  contract  costs  be 
reviewed  on  a  cyclical  basis.  The  frequency  of 
the  reviews  is  based  on  a  risk  assessment;  how¬ 
ever,  generally  they  are  conducted  every  2  to  4 
years.  While  the  nature  and  extent  of  the  audit 
effort  depends  upon  the  contractor’s  size,  the 
amount  of  government  business,  and  the  risk 
assessment,  the  coverage  normally  includes  the 
following  contractor  systems  reviews: 

Accounting  System  Reviews 

Contractors  receive  various  cost-reimbursement 
and  incentive  contracts,  which  provide  for  pay¬ 
ments  based  on  costs  or  on  a  percentage  or  stage 
of  completion.  Therefore,  they  must  establish 
and  maintain  an  accounting  system  that  pro¬ 
vides  assurance  that  cost  accounting  informa¬ 
tion  is  reliable  and  that  the  risk  of  misallocations 
and  mischarges  are  minimized.  Contractors’ 
cost  accounting  systems  should  be  written  and 
should  provide  a  complete  description  of  all  cost 
accounting  practices  affecting  government  con¬ 
tracts.  The  requirement  for  a  disclosure  state¬ 
ment,  as  explained  in  Chapter  7,  should  satisfy 
this  requirement  for  those  contractors  covered 
by  Cost  Accounting  Standards.  Contractors 
should  also  have  policies  and  procedures  for 
ensuring  that  any  changes  made  in  cost  account¬ 
ing  practices  are  properly  disclosed  to  the  gov¬ 
ernment  along  with  the  related  cost  impact  on 
government  contracts. 
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In  the  performance  of  accounting  system  re¬ 
views,  DCAA  conducts  numerous  tests  that  tie 
in  specifically  with  the  monitoring  of  indirect 
costs.  These  tests  cover  an  evaluation  of  the 
contractor’s  methods  of: 

•  assigning  costs  as  direct  or  indirect  to  cost 
objectives; 

•  ensuring  that  indirect  costs  are  accumulated 
in  logical,  homogeneous  cost  pools; 

•  determining  that  allocation  bases  used  by  the 
contractor  for  the  allocation  of  indirect  costs 
are  equitable; 

•  ensuring  that  items  of  the  same  nature  as 
those  charged  as  direct  costs  are  not  included 
in  the  indirect-cost  pools; 

•  evaluating  the  adequacy  of  functional  or  de¬ 
partmental  breakdown  of  indirect  expenses; 

•  ensuring  that  costs  are  properly  classified  as 
allowable  or  unallowable; 

•  ensuring  that  there  is  clear  identification  of 
personnel  responsible  for  preparing  and  ap¬ 
proving  business  transactions;  and 

•  evaluating  the  currency  of  the  system  from  a 
technological  modernization  perspective. 

Electronic  Data  Processing  System  Reviews 

The  extensive  use  of  computers  and  other  elec¬ 
tronic  data  processing  (EDP)  equipment  by  de¬ 
fense  contractors  requires  that  DCAA  review, 
from  an  internal  control  perspective,  the  EDP 
organization,  functions,  and  control  procedures 
used  throughout  contractor’s  operations.  EDP 
system  reviews  are  becoming  more  and  more 
significant  due  to  the  increased  use  of  comput¬ 
ers,  the  increased  need  for  software,  and  the  con¬ 
stantly  changing  technology.  EDP  systems  are 
major  cost  drivers  because  of  the  large  costs  as¬ 
sociated  with  equipment,  software,  and  person¬ 
nel.  In  performing  EDP  system  reviews,  the 
DCAA  becomes  very  familiar  with  the  many 
functions  performed  and  with  how  effectively  they 
are  performed.  Eor  example,  an  EDP  system  re¬ 
view  would  include  an  evaluation  of  hardware 


acquisition,  software  development  work,  systems 
tests,  computer  operations,  database  administra¬ 
tion,  security,  system  maintenance,  and  the  use¬ 
fulness  of  output  information.  The  EDP  systems 
review  is  of  tremendous  benefit  in  evaluating  the 
reasonableness  of  contractor  indirect  costs  as  these 
major  costs  are  primarily  indirect  in  nature.  In  fact, 
this  has  been  an  area  of  considerable  importance 
in  recent  contractor  actions  to  reduce  overhead 
costs  through  the  combining  of  computer-center 
operations  and  the  standardization  of  systems 
through  adoption  of  best  practices.  In  addition,  a 
very  fertile  area  for  possible  reduction  in  indirect 
costs  is  the  analysis  of  the  purchase  of  computer 
services  from  outside  vendors  versus  in-house  per¬ 
formance  by  contractor  computer-center  person¬ 
nel. 

Contractor  Budget  and  Planning  System 
Reviews 

DCAA’s  primary  objective  in  conducting  bud¬ 
get  and  planning  system  reviews  is  to  establish 
that  a  sound  budgetary  system  is  operating  for 
company  planning  and  control  purposes.  The 
reviews  are  performed  at  least  every  3  years  for 
those  contractors  that  receive  DoD  prime  con¬ 
tracts  or  subcontracts  of  at  least  $50  million  and 
that  require  the  submission  of  cost  or  pricing 
data.  These  reviews  may  also  be  considered  at 
smaller  contractor  locations  where  there  are  in¬ 
dications  of  significant  budgeting-system  prob¬ 
lems.  Contractors  are  expected  to  prepare  bud¬ 
gets  for  all  major  activities  within  their  plant 
that  will  have  an  impact  on  government  con¬ 
tracts.  A  major  consideration  in  performing 
these  reviews  is  whether  the  reports  to  the  gov¬ 
ernment  on  major  contracts  for  weapon  systems 
are  consistent  with  the  contractor’s  latest  bud¬ 
getary  data  used  for  internal  management  pur¬ 
poses.  In  addition  to  ensuring  that  managerial 
objectives  are  met,  the  contractor’s  budgetary 
system  provides  valuable  data  for  use  in  devel¬ 
oping  estimates,  particularly  indirect-cost  projec¬ 
tions  and  cost-allocation-base  estimates. 
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Labor  System  Reviews 

DoD  weapons  systems  require  a  high  degree  of 
engineering;  and,  consequently,  labor  is  usu¬ 
ally  a  very  significant  cost  that  is  charged  to 
defense  contracts.  In  addition,  direct  labor  is 
often  used  as  the  base  for  allocating  indirect 
costs,  particularly  in  engineering  areas.  There¬ 
fore,  DCAA  places  considerable  audit  empha¬ 
sis  on  the  management  controls  exercised  by 
contractors  for  ensuring  that  labor  costs  charged 
to  DoD  contracts  are  in  compliance  with  cost 
accounting  standards,  generally  accepted  ac¬ 
counting  principles,  and  contract  terms.  Usu¬ 
ally,  a  defense  contractor  could  expect  to  have 
the  DCAA  perform  “floor  checks”  on  a  regular 
basis  as  a  component  of  their  internal  control 
reviews.  In  addition  to  evaluating  the  adequacy 
of  the  contractor’s  labor-recording  system  and 
assessing  control  risk  relating  to  allocability  and 
allowability  of  labor  costs,  the  DCAA  consid¬ 
ers  these  reviews  to  be  very  important  from  an 
indirect-cost  monitoring  standpoint.  In  the  pro¬ 
cess  of  performing  the  reviews,  the  government 
personnel  are  on  the  production  floor  and  con¬ 
tinuously  observing  numerous  contractor  activi¬ 
ties.  The  onsite  observations  can  provide  leads 
on  questionable  levels  of  indirect  costs,  such 
as  idle  personnel,  equipment,  or  facilities.  These 
areas  would  then  be  subject  to  examination  in 
more  detail  with  an  operational  audit. 

Billing  System  Reviews 

DCAA  performs  reviews  of  contractor  billing 
systems  in  order  to  ensure  that  vouchers  sub¬ 
mitted  by  the  contractor  for  payment  under  DoD 
contracts  are  prepared  in  accordance  with  ap¬ 
plicable  regulations,  advanced  agreements,  and 
specific  contract  terms.  Since  it  is  not  practical 
to  audit  billings  other  than  on  a  test  basis,  the 
contractor  should  have  controls  in  place  for 
applying  the  proper  indirect  expense  rates  in 
the  billings.  If  significant  deviations  occur  be¬ 
tween  billing  rates  and  rates  that  are  actually 


being  incurred  during  the  year,  adjustments 
should  be  promptly  made  to  the  billing  rates. 
Systems  should  be  in  place  to  ensure  that,  at 
year’s  end,  the  amount  of  indirect  costs  reim¬ 
bursed  to  the  contractor  is  as  close  as  possible 
to  the  actual  allowable  billing  rates. 

DoD  “Should-Cost”  Reviews 

The  concern  for  increased  indirect  costs  due  to 
the  decline  in  defense  business  has  resulted  in 
DoD  management  actively  pursuing  the  use  of 
“should-cost”  reviews  as  a  means  to  help  drive 
down  contractor  indirect  costs.  Should-cost  re¬ 
views  can  be  oriented  toward  achieving  cost 
avoidances  for  both  direct  and  indirect  costs. 
Many  government  procurement  personnel  ex¬ 
press  the  opinion  that  should-cost  reviews  have 
been  found  to  be  particularly  beneficial  when 
they  are  performed  in  conjunction  with  the  evalu¬ 
ation  and  negotiation  of  major  sole-source  pro¬ 
posals  or  major  forward-pricing  rate  proposals. 

A  should-cost  review  is  a  specialized  form  of 
cost  analysis  that  is  used  to  challenge  a 
contractor’s  management  and  operating  sys¬ 
tems.  Should-cost  reviews  do  not  assume  the 
use  of  the  contractor’s  existing  workforce,  meth¬ 
ods,  facilities,  or  management  and  operating 
systems.  It  represents  a  large-scale,  penetrat¬ 
ing,  and  in-depth  analysis,  which  requires  a 
number  of  highly  experienced  government  per¬ 
sonnel.  Historically,  should-cost  reviews  have 
been  primarily  of  two  types  —  program  or  over¬ 
head  should-cost  reviews.  The  program  should- 
cost  review  must  be  performed  in  certain  cir¬ 
cumstances  before  the  award  of  a  major  systems 
contract.  These  circumstances  are  when: 

•  a  contract  that  is  expected  to  exceed  $  1 00  mil¬ 
lion  is  to  be  awarded  on  a  sole-source  basis, 

•  there  are  future-year  production  requirements 
for  substantial  quantities  of  like  items, 

•  some  initial  production  has  already  taken 
place. 
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•  major  changes  in  the  system  are  unlikely,  or 

•  the  items  being  acquired  have  a  history  of  in¬ 
creasing  costs. 

On  the  other  hand,  overhead  should-cost  re¬ 
views  are  large-scale  reviews  that  focus  on  in¬ 
direct  costs  relating  to  the  contractor’s  entire 
operations  rather  than  to  a  specific  program. 
It  includes  an  analysis  of  significant  indirect- 
cost  drivers  as  well  as  the  appropriateness  of 
the  various  direct- allocation  bases  for  the  in¬ 
direct  expenses.  At  the  present  time,  DCMA 
considers  the  primary  drivers  of  overhead  to 
be  indirect  labor,  fringe  benefits,  computer- 
associated  costs,  and  facilities-related  ex¬ 
penses.  Considerable  effort  in  overhead 
should-cost  reviews  is  directed  to  an  evalua¬ 
tion  of  the  estimate  of  the  contractor’s  total 
business  base,  including  defense  and  commer¬ 
cial  programs.  The  overhead  should-cost 
analysis  is  intended  to  challenge  the 
contractor’s  existing  manpower,  methods,  fa¬ 
cilities,  and  management  control  systems  that 
are  classified  as  indirect  expenses.  Conse¬ 
quently,  it  is  essential  that  overhead  should- 
cost  reviews  employ  integrated  teams  of  gov¬ 
ernment  engineering,  contracting,  contract 
administration,  pricing,  and  auditing  person¬ 
nel  from  both  local  and  regional  DCMA  and 
DCAA  offices  as  well  as  personnel  from  DoD 
program  offices.  Overhead  should-cost  teams 
are  usually  organized  into  four  sub-teams  —  a 
sales  forecast/business-base  team,  indirect  la¬ 
bor  team,  non-labor  expense  team,  and  an  in¬ 
tegrating  team.  Because  of  the  comprehen¬ 
sive  nature  of  overhead  should-cost  reviews, 
staffing  requirements  have,  in  some  cases,  ex¬ 
ceeded  50  team  members. 

Recent  changes  to  the  DFARS  provide  that  the 
government  should  consider  performing  an 
overhead  should-cost  review  of  a  contractor’s 
business  segment  when: 


•  projected  annual  sales  to  DoD  exceed  $  1  bil¬ 
lion; 

•  projected  DoD  business  exceeds  30  percent 
of  the  contractor’s  total  business; 

•  the  level  of  sole-  source  DoD  contracts  is  high ; 

•  a  significant  volume  of  proposal  activity  is 
expected; 

•  production  or  development  of  a  major  weap¬ 
ons  system  or  program  is  anticipated;  and 

•  contractor  cost-reduction  initiatives  appear 
inadequate. 

Generally,  overhead  should-cost  reviews  are  not 
performed  more  frequently  than  every  3  years. 

Overhead  should-cost  reviews  are  extremely 
unpopular  with  industry  primarily  because  they 
specifically  relate  to  indirect  costs,  which  are 
often  considered  by  management  to  be  discre¬ 
tionary.  In  addition,  the  government  often  re¬ 
quests  access  to  the  contractor’s  total  business 
operations,  which  includes  commercial  business 
as  well  as  specific  government  programs  or  con¬ 
tracts.  Overhead  should-cost  reviews  are  also 
very  resource  consuming  for  both  the  contrac¬ 
tor  and  the  government.  The  large  amount  of 
contractor  data  that  is  required  to  be  provided 
to  the  government  for  overhead  should-cost  re¬ 
views  is  considered  to  be  highly  sensitive,  pro¬ 
prietary  information  and  must  be  closely  pro¬ 
tected  from  disclosure  to  unauthorized  personnel. 

One  current  primary  objective  of  the  DCMA  is 
to  strengthen  its  capabilities  for  monitoring  in¬ 
direct  costs.  Of  particular  importance  is  the 
strengthening  of  its  ability  to  manage  overhead 
should-cost  reviews.  The  selection  of  contrac¬ 
tors  as  candidates  for  overhead  should-cost  re¬ 
views  is  based  on  recommendations  received 
from  several  sources.  DCMA  practices  provide 
for  the  prioritization  of  the  overhead  should- 
cost  reviews  at  contractor  locations  based  on  a 
risk  assessment  conducted  with  input  from 
major  buying  activities  as  well  as  from  local 
contract  administration  and  audit  personnel.  A 
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risk  assessment  is  conducted  for  those  contrac¬ 
tors  who  have  flexibly  priced  contracts  with  the 
government  that,  in  total,  are  greater  than  $100 
million.  Many  factors  are  considered  in  the  risk 
assessment.  In  addition  to  the  amount  of  busi¬ 
ness  that  is  done  with  DoD  on  a  flexibly  priced 
basis,  DCMA  is  also  concerned  with  sales  trends 
in  order  to  target  those  contractors  offering  the 
greatest  opportunity  for  significant  cost  reduc¬ 
tions.  DCMA  also  considers  the  volume  of 
planned  proposals,  particularly  those  for  devel¬ 
opment  or  production  work.  DCMA  criteria  in¬ 
cludes  a  consideration  for  the  current  status  of 
the  adequacy  of  contractors’  management  con¬ 
trol  systems.  For  example,  certain  systems  such 
as  the  contractor’s  estimating  system,  purchas¬ 
ing  system,  earned- value  system,  and  account¬ 
ing  system  may  require  government  review  and 
validation.  Consideration  is  also  given  to  the 
adequacy  of  the  contractor’s  overhead-cost  re¬ 
duction  efforts  and  to  what  extent  such  contrac¬ 
tor  efforts  are  shared  with  the  government.  Due 
to  the  large  amount  of  merger  and  acquisition 
activity  in  the  defense  industry,  a  significant  factor 
considered  by  DCMA  is  whether  or  not  the  con¬ 
tractor  has  been  involved  in  a  recent  major  re¬ 
structuring.  If  so,  an  overhead  should-cost  re¬ 
view  could  result  in  a  duplication  of  effort  as  the 
government  could  be  in  the  process  of  evaluat¬ 
ing  the  contractor’s  cost-savings  plans  resulting 
from  restructuring  activities. 

Recent  trends  seem  to  be  toward  the  concept  of 
tailoring  all  should-cost  reviews  (to  the  maxi¬ 
mum  extent)  to  the  specific  concerns  of  the 
DCMA  customer,  the  program  offices,  and  buy¬ 
ing  commands.  For  example,  the  scope  of  a 
should-cost  review  could  be  only  a  specific 
product  or  specific  indirect-cost  driver  as  op¬ 
posed  to  a  more  encompassing  program  or  to¬ 
tal  overhead-cost  review.  The  trend  also  seems 
to  be  toward  the  use  of  smaller  government 
teams  whose  participants  are  more  experienced 


and  have  strong  backgrounds  in  analyzing  indi¬ 
rect  costs. 

Correction  of  Problems 

The  ACO  is  responsible  for  ensuring  that  con¬ 
tractors  are  responsive  to  recommendations 
made  by  government  personnel  during  their  in- 
direct-cost  monitoring  efforts,  which  are  iden¬ 
tified  in  the  tracking  of  actual  rates,  operations 
audits,  and  overhead  should-cost  reviews.  If  the 
contractor  disagrees  with  recommendations 
made  by  government  personnel,  they  will  re¬ 
spond  with  their  rationale  for  disagreement  in 
writing  to  the  ACO.  Otherwise,  the  contractor 
will  submit  a  corrective  action  plan  detailing 
the  actions  to  be  taken  to  correct  any  deficien¬ 
cies  or  plans  to  reduce  indirect  costs.  The  ACO 
has  tremendous  clout  in  monitoring  indirect 
costs;  and,  in  very  serious  situations,  the  ACO 
could  suspend  progress  payments  or  reimburse¬ 
ment  of  costs  based  on  the  estimated  cost  risk 
to  the  government.  In  addition,  on  a  continu¬ 
ous  basis,  the  ACO  considers  the  status  of  all 
government  monitoring  efforts  during  the  nego¬ 
tiation  of  indirect  rates  for  forward-pricing  and 
billing  rate  purposes. 

Program  Office  and  DCMA  Relationship 

Program  managers  and  their  staffs  cannot  effec¬ 
tively  manage  the  acquisition  of  a  weapons  sys¬ 
tem  unless  they  understand  their  contractor’s  cost 
structure  and  stay  abreast  of  the  status  of  their 
contractor’s  total  business.  Program  office  person¬ 
nel  should,  to  the  maximum  extent,  use  the  ex¬ 
pertise  available  from  the  government  cost- 
monitoring  staff  who  are  very  familiar  with  the 
contractor’s  operations.  The  ACO,  who  is  a  mem¬ 
ber  of  the  DCMA,  is  designated  as  the  single  point 
of  contact  for  the  government  at  the  contractor’s 
plant.  The  ACO  has  the  responsibility  of  keeping 
the  procurement  contracting  officer  and  program 
manager  informed  of  the  current  status  of  indirect 
costs  and  any  potential  major  problem  areas  that 
could  affect  cost  performance. 
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The  ACO  should  periodically  brief  program  of¬ 
fices  on  the: 

•  contractor’s  indirect-cost  control  system 
methods  used  by  the  government  to  monitor 
indirect  costs 

•  current  status  of  actual  indirect  rates  com¬ 
pared  to  forecasted  rates 

•  current  status  of  forward-pricing  rate  nego¬ 
tiations 

•  current  status  of  the  settlement  of  the  prior 
year’s  actual  rates 

•  the  status  of  any  of  the  contractor’s  special 
projects  to  reduce  indirect  costs 

•  organizational  changes 

•  business  process  changes 

•  operations  audits 

•  the  current  status  of  any  major  indirect-cost 
issues  (i.e.,  environmental  costs,  restructur¬ 
ing  costs,  health  care  benefits,  etc.) 

In  addition,  the  ACO  should  request  input 
from  the  program  offices  as  to  any  concerns 
that  they  may  have  about  the  contractor’s  in¬ 
direct  costs.  These  concerns  should  then  be 


strongly  considered  in  performing  risk  assess¬ 
ments  and  in  making  decisions  on  the  areas 
that  should  be  examined  in  more  detail  in 
conjunction  with  selecting  operational  audits. 
The  briefings  should  also  serve  to  emphasize 
to  program  managers  the  need  for  program¬ 
matic  input  regarding  the  contractor’s  fore¬ 
casted  business  base.  Program  office  person¬ 
nel  need  to  be  sensitive  to  overhead  issues 
and  recognize  when  they  should  convey  to 
the  ACO  certain  information  that  could  have 
a  significant  impact  on  indirect-cost  rates.  The 
complexity  of  controlling  indirect-costs  ne¬ 
cessitates  the  sharing  of  information  on  a 
continuing  basis  between  the  program  offices, 
DCMA,  DCAA,  as  well  as  with  contractors. 
The  fact  that  the  program  manager  is  a  major 
customer  of  the  contractor  and  has  tremen¬ 
dous  clout  in  dealing  with  the  contractor 
should  never  be  forgotten.  The  program  man¬ 
ager  should  encourage  their  contractors  to  be 
very  aggressive  in  managing  indirect  costs. 
In  this  regard,  some  program  managers  have 
recently  placed  contractual  incentives  on  the 
contractor’s  ability  to  control  indirect  costs. 
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SUMMARY 


Indirect  costs  are  applicable  to  the  entire  contractor  business  base  and  are,  to  a  great 
extent,  discretionary  in  nature.  Issues  that  affect  indirect  or  overhead  costs  present 
problems  that  reoccur  each  fiscal  year.  The  contractors  have  the  responsibility  to 
manage  these  very  significant  costs.  How  contractors  classify  their  costs  —  direct  or 
indirect  —  is  entirely  up  to  them.  But  contractors  are  required  to  have  a  management 
control  system  in  place  to  effectively  manage  these  costs.  Defense  contractors  have 
been  very  concerned  about  high  overhead  costs  due  to  the  declining  business  base 
and  have  undertaken  special  projects  to  address  the  problem.  For  competitive  rea¬ 
sons,  they  have  made  large-scale  efforts  to  reduce  indirect  and  overhead  costs. 

The  role  of  the  government  is  to  monitor  rather  than  to  manage  indirect  cost.  Clearly, 
the  government  has  the  necessary  capability  in  place  to  adequately  monitor  contrac¬ 
tors’  indirect  costs.  If  the  system  works  as  designed  and  all  team  members,  including 
the  program  offices,  perform  their  functions,  the  government  program  manager  should 
not  be  surprised  by  any  large  financial  impacts  due  to  the  application  of  indirect  rates 
to  direct  costs  for  their  program.  The  developmental  nature  and  tremendous  risks 
involved  in  DoD  work  often  dictate  a  need  to  perform  the  work  on  a  contractual  basis 
that  is  flexibly  priced.  Experiences  with  major  programs  (such  as  the  A- 12  aircraft 
program)  have  shown  significant  problems  often  arise  when  attempts  are  made  to 
perform  work  on  a  fixed-price  basis.  When  it  is  necessary  to  perform  work  on  a 
negotiated  basis,  the  government  assumes  greater  risk  and  must  work  closely  with 
contractors  to  ensure  that  indirect  costs  are  aggressively  controlled. 


Sum-1 


Back  to  DALI  Publications 


Back  to  DSMC  Publications 


